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Ethics and Economic Reform 
I. THE ETHICS OF LIBERALISM 
By F. H. Kyicutr 


Tue problem of ethics is the most baffling subdivision of 
the social problem as a whole. For on the one hand, it 
seems clearly impossible to “talk sense” at all, in the way 
either of criticism of the existing state of affairs or of any 
proposal for change (which two things are properly insepar- 
able, for to call a situation hopeless is for practical purposes 
the same thing as calling it ideal) unless we have a defensible, 
and hence reasonably clear and stateable ideal to indicate 
at least a direction of change if not an ultimate goal. Society 
depends upon—we may almost say that it 7s—moral like- 
mindedness. But on the other hand, an essential feature 
of the present social problem itself is the fact that our ethical 
common sense, the ethical common sense of modern Western 
civilisation—now commonly referred to as “ capitalistic ”— 
seems to be little more than a tissue of vague generality 
and contradiction. It seems hardly possible to find ethical 
premises which can be used as a basis for reasoning and 
which are not matched by other premises equally valid or 
plausible in the abstract, and as generally accepted, often 
by the same people, yet which are opposite in sense and 
lead to different and conflicting conclusions. 

Perhaps the basic contradiction, from the standpoint of 
such a discussion as this, is that which subsists between 
the absolutist, negativistic, personal idealism taught by 
Christianity, the religion generally professed in some form 
in Western civilization, on one hand, and on the other the 
positive, activistic, relativistic and practical norms of 
utilitarian mutualism and sportsmanship which actually 
prevail in workaday life, in so far as this rests on ethical 
ideals at all. According to the first view, all that is good 
is the good will ; according to the second, “ good intentions ”’ 
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are contemptible: it is “ results”? which count. The situa- 
tion is well pictured in a sports writer’s newspaper head- 
line: ‘ The meek may inherit the earth, but hits win ball 
games’; and some blasphemous wag has also observed 
that faith will remove mountains but engineers recommend 
dynamite, in spite of the expense. . eee 

Corresponding to this confusion is that which obtains in 
the attitude towards power. The Christian ethic repudiates 
power as a virtue or a value, viewing it rather as an evil 
temptation; but the ordinary behaviour of Christian- 
European man suggests as the reason for such professions 
a sense of shame because he “ really ” admires or desires 
little else. Another inconsistency which is almost as funda- 
mental as that just mentioned is the opposition between 
personal loyalty or fidelity and loyalty to abstract principle, 
especially to truth. In the attitude toward truth is centred, 
in fact, much of the paradox of modern ethical convictions. 
On one hand, truth as integrity is the most essential value, 
the corner-stone of our ethical thought and our social life ; 
and it is especially sacred in science, where men typically 
pose as despising all sanctities and values. And yet the 
least effort to formulate the conditions under which it is 
really good or proper, or conducive to the general peace 
and well-being, to speak the truth, rather than some variety 
and some degree of untruth, will surely bewilder anyone 
who undertakes the task. Plays have, of course, been 
written on this theme, but writers find difficulty in 
dramatizing it effectively without seeming to belabour the 
commonplace, a commonplace which is unpleasant without 
rising to the level of the tragic. 

What may conceivably be done, or reasonably attempted, 
in the scope of an article, on the ethical phase of the social 
problem, is limited at best. This paper will attempt only 
to give an intelligible statement of the main ethical assump- 
tions involved in free enterprise as a social-economic form, 
1.e., the ethical axioms which are assumed and must be 
assumed to be valid in accepting or defending the system 
—assuming always that it can be and is made to work in 
accord with its theoretical or mechanical ideal. We must 
always keep in mind the relations between ethical and 
mechanical aspects of the critical discussion of the economic 
system. In so far as undesirable results are due to obstruc- 
tions or interference of a frictional character in the workings 
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of the organization machinery, the correct social policy 
will be to remove these or to supplement the natural 
tendencies of the system itself. In so far as these natural 
tendencies are wrong, the effort must be to find and sub- 
stitute some entirely different machinery for performing 
the right function in the right way. There is much con- 
fusion in the popular mind on this point : critics of enterprise 
economy who do not have a fair understanding of how the 
machinery works cannot tell whether to criticize it because 
it doesn’t work according to the theory or because it does. 
And the same dilemma arises if the critic does not know 
what are his ethical ideals. 

It may be well to say frankly in advance that the net 
constructive achievement of two articles! will not be very 
large. We shall not get much beyond an elaboration of 
the negative theme already announced, that ethical reflection 
in modern civilization has hardly come to grips at all with 
the fundamental ethical problem of social organization. 
This is true whether we look at the ethical common sense 
of the man in the street, or at the assumptions taken for 
granted in our non-scientific literature, essays and belles 
lettres, or at the ethical teachings of our religion, or, finally, 
at the ethical writings of philosophical specialists and the 
teaching in our universities. We shall be concerned here 
with that preliminary clearing and survey of the ground 
which study has seemed to show is necessary before con- 
struction on sound lines can begin. 


* * * * * 


For lack of a better term, we shall refer to the general 
type of social order accepted as a working ideal in European 
civilization in the later nineteenth century, and which 
until recently was supposed to be in process of realization, 
as “liberalism”. It is the “ethics of liberalism” that 
this article will attempt to examine. The main content of 
the liberal ideal was economic and ethical individualism. 
The tenet which received most emphasis in political and 
social discussion was economic Jatsser-faire, or political 
negativism, with specific reference to economic relations. 
Stated positively, the essential principle of Jatsser-fatre 
liberalism is that each “ individual” (really meaning each 
family—see below) shall be free to use his own resources 


1See note at end, 
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in his own way to satisfy his own wants. The primary 
ethical claim on behalf of free enterprise as a mechanism 
of economic organization is that it leads to this result, i.e., 
that under this system the “individual” gets the conse- 
quences of his own activities, takes out of the social enter- 
prise what he puts into it. In so far as this is true it is of 
course in a quantitative sense; the individual or family 
cannot get what it “ produces ” in the direct sense in which 
this is-true of a primitive self-sufficient household. The 
assumption is that in the ideal working of such an economic 
system each contributor takes from the joint product the 
“equivalent” of his contribution in productive service. 
The measure of equivalence is exchange value or money 
price, and the question of its validity involves a correct 
interpretation of the valuation process. of the economic 
system as a whole, considered both in mechanical and in 
ethical terms. 

At first sight, it seems arguable that in such a system 
there is little or no place for ethics, that it is non-ethical 
if not unethical; for it makes little reference to moral 
obligation, especially in a positive sense. But this view 
can be shown to be an error. Every social order, in fact 
all organized action, all social life and all human life, is 
necessarily ethical, in so far as its character is a matter of 
deliberation and conscious acceptance on the part of its 
participants. Our main task in this article is to show that 
the social system of liberalism embodies a genuine ethical 
ideal and to make clear what the ideal is. 

It is a political commonplace that in no society do its 
member obey the laws from sheer self-interest or purely 
because of ‘‘sanctions”. They must be believed to be 
“right ”, in principle, and in the main. And _ personal 
rulers are followed or officials obeyed because their position 
is accepted as, first, legal, and secondly, in accord with a 
law which itself is fundamentally “right”. Social institu- 
tions must be in harmony with what those who live under 
them think to be moral—whatever theory one may hold 
as to the causal relation in history between institutions 
and moral ideas. Our point here is merely that the basis 
of social order is opinions on matters of right which are 
viewed as objective, i.e., as knowledge and not merely or 
mainly as individual and subjective interests, desires, wishes, 
or even opinions, As will appear throughout, the relation 
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between interests and opinions is one of the crucial aspects 
of the social problem. One of the vices of Western thought 
in the social sciences and of certain of the most popular 
schools of philosophy is that of “ reducing ” value judgments 
to statements of preference, asserting that “ this is better ”’ 
or “ought to be done”, “really”? means merely, “I 
like it”. Popular and practical thinking, on the other 
hand, characteristically shows the opposite tendency to 
erect every personal wish or comparison into a cosmic 
value.! 

The essential social-ethical principle of liberalism or 
liberal individualism may now be stated, for the purpose 
of examination. It is that all relations between men ought 
tdeally to rest on mutual free consent, and not on coercion, 
either on the part of other individuals or on the part of 
** society’ as politically organized in the state. The function, 
and the only ideally right function, of the state, according 
to this ethic, is to use coercion negatively, to prevent: the 
use of coercion by individuals or groups against other 
individuals or groups. Some of the main aspects and 
implications of this ideal principle may now be considered 
point by point. 

1. In explaining what is involved in this notion and— 
of at least equal importance—what is not involved in it, 
we must in the first place maintain a clear distinction 
between the political and the personal aspects of ethical 
doctrine. The principle as stated is a theory of the right 
sphere of political coercion, not of what is right and wrong 
in individual conduct, or in social conduct, outside the 
single matter of the individual’s role in determining the 
answer to this one question, in his own political group (or 
conceivably in other groups).2, What the leading proponents 
of liberalism have thought about other ethical problems, 
such as the nature of the good life, the meaning and con- 
tent of moral obligation, etc., is a separate question. As 
we shall see, it has a much less direct and vital bearing 


1 Much of our “ philosophic”? thought carries the first, or reducing, process another step, 
holding that all felt motives ‘* really” are ‘“‘ merely” incidents in world mechanics or positive 
natural law somehow conceived. Idealism in the Hegelian sense is not practically different 
from mechanism in this regard. 

2 In a rough way the sphere of coercion is that ot law, but this needs qualification. For 
law may be taken to include recognised rules of social behaviour which are not “ coercively ” 
enforced, and, on the other hand, political coercion may take the form of administrative action 
which only indirectly if at all comes under the rubric of law enforcement. Law-making, or 
legislation, presumably does not ordinarily refer to promulgations not meant to be enforced 
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on the meaning of liberalism, and calls for notice chiefly 
for the purpose of illuminating the really central, positive 
issue, the sphere of politico-legal coercion. 

2. Our second point is that this principle itself was never 
advocated in any strict or absolute interpretation. The 
laisser-faire economists of the straightest sect made exceptions 
of a sort which opened the way to much wider departures 
from the principle when and as changed conditions might 
seem to demand. This applies particularly to the great 
apostle of the movement, Adam Smith. All liberal indi- 
vidualists have recognized the necessity for restrictions on 
individual freedom, and also for action by the state, for 
purposes of defence [stc /] and police, and for carrying out 
various public functions, including “‘ certain public works ” 
of obvious public utility but which it would not be profitable 
for any individual or private group to construct and main- 
tain. The state was to be supported, of course, by taxation, 
and ‘the liberal notions of tax policy always inclined rather 
to equalizing the burden than to imposts in accord with 
benefit received. Moreover, liberalism has always accepted 
without question the doctrine that every member of society 
has a right to live at some minimum standard, at the expense 
of society as a whole—1i.e., out of taxation levied as indi- 
cated above—if unable to provide such subsistence through 
his own efforts, the proceeds of sale of services, or through 
help trom his family or voluntary private charity. Finally, 
Adam Smith and other liberals recognized as a legitimate 
function and task of the state, provision for the education 
of the youth, and, in varying degrees, for activities designed 
to promote the diffusion of knowledge and the advancement 
of science, art, and general culture. 

3. Thirdly, the liberal ideal of mutual free consent applies 
in all relations of life and not merely in those called economic. 
The predominant emphasis on economic liberty in the 
nineteenth century literature no doubt reflected some bias 
and some misunderstanding on the part of the liberal leaders ; 
but this is explicable in terms of the particular problems 
which were important at the time and the historical back- 
ground out of which liberalism took its rise. In its historical 
setting it was primarily a movement for the removal of 
restrictions on economic freedom which had prevailed in 
Europe in the preceding epoch—that of mercantilism or 
nationalism, This epoch had also greatly stressed the 
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economic side of life, but had leaned in the opposite direc- 
tion, namely, political control or direct political action. 
We must remember, too, that as a matter of historical fact, 
the struggle for freedom in its earliest phases related directly 
to religious freedom even more than to economic, and the 
mutual-consent principle was always meant to apply equally 
‘to all fields of human relations. But this tended to be 
taken for granted, because the situation did not seem to 
call for important changes in this respect in fields other 
than the economic, after the subsidence of the wars over 
religion. No doubt also, liberals were inclined for historical 
and other reasons to assume, rightly or wrongly, that it is 
primarily in the sphere of economic life that opportunity 
arises for the coercion of individuals by individuals, and 
that in consequence preventive coercion by the state is 
called for; and they were perhaps even more disposed to 
assume that the “temptation”? of the state itself to 
exercise positive coercion is a danger chiefly in the economic 
sphere. 

It should be emphasized that, apart from the historical 
circumstances under which the liberal political faith arose 
—as a reaction against measures of economic control which 
had become anachronistic—these assumptions have no high 
degree of validity. The truth is rather that the economic 
sphere of action is inseparable practically, and even 
theoretically, from other spheres, and the contrary position, 
in the form of the “ economic interpretation’, is one of 
the worst fallacies, or vices, of current thinking. But for 
various reasons, it was the ‘“‘mode” in the nineteenth 
century to think of social problems of conflict and struggle, 
between men (or “private” groups) and between the 
‘‘ individual ”’ and the state, and between states, primarily 
in economic terms. In general, this view cannot be main- 
tained. Every form of human association necessarily gives 
rise to power relations and to conflicts of interests within 
the group and between groups, and to rivalry and struggle 
in both these areas. And these will ultimately lead to 
violent conflict, “‘ human nature being what it is,” in the 
absence of some regulatory restraint, i.e., of “law” and 
enforcement, in some form. In any fair appraisal, the 
casualty list of cultural rivalry and of purely personal clash 
is far longer than the list for conflicts of economic interest 
in any proper definition. And there is no reason to believe 
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that if all properly economic problems were solved once for 
all through a fairy gift to every individual of the power 
to work physical miracles, the social struggle and strife 
would either be reduced in amount or intensity, or essentially 
changed in form, to say nothing of improvement—in the 
absence of some moral revolution which could by no means 
be assumed to follow in consequence of this change itself. 

The idea that the social problem is essentially or primarily 
economic, in the sense that social action may be concen- 
trated on the economic aspect and other aspects left to take 
care of themselves, is a fallacy, and to outgrow this fallacy 
is one of the conditions of progress toward a real solution 
of the social problem as a whole, including the economic 
aspect itself. Examination will show that while many 
conflicts which seem to have a non-economic character are 
“really ” economic, it is just as true that what is called 
“economic ” conflict is “‘ really ” rooted in other interests 
and other forms of rivalry, and that these would remain 
unabated after any conceivable change in the sphere of 
economics alone. 

Especial emphasis on economic freedom might however 
be justified within very wide limits by the fact that it is 
basic to other forms of freedom, as historical fact and general 
considerations join in proving. But it is not clear, to the 
present writer at least, how far the leading nineteenth- 
century proponents of liberalism actually saw this relation- 
ship and took this ground. 

4. It cannot be denied that liberal leaders propounded 
views on the nature of the good in individual life, and these 
were often vulnerable to criticism. The liberals inclined 
to hedonism, the doctrine that the good means pleasure. 
Indeed, they were much addicted! to the absurdity of com- 
bining or confusing ethical and psychological hedonism, 
holding that pleasure is at once what men do universally 
and necessarily pursue in conduct, and at the same time 
what they “ought”? to pursue, the content of “ duty ”. 
But whatever any individual, however great or important, 
may have thought, liberalism is not logically committed 
to any particular conception of the nature or content of 
the good, individual or social. The importance of this fact 
can hardly be too much stressed. As an economic movement, 
the primary immediate objective of liberalism was freedom 


1 Notably Jeremy Bentham. 
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for the individual in relationships of exchange, of goods 
and services, 1.e., relations of guid pro quo. Beyond freedom 
of transactions was the more remote objective of increasing 
“efficiency”. This is a synonym for economy, which is 
not an end, but an auxiliary or instrumental conception 
relative to any end whatever, in so far as its achievement 
is a matter of degree and the degree of achievement depends 
upon the mode of employing means. The relationship 
between economy or efficiency and various types of real 
end or value cannot be discussed here, though we may 
refer again to the “straddle” in our customary valuation 
axioms referred to at the outset, that nothing is good but 
the good will, and that nothing is good but results ; obviously 
the notion of efficiency fits the second axiom and not the 
first, and it is also irrelevant to such ideals as obedience 
and ascetic self-discipline. But the ideal of freedom is 
relevant to these also. 

Regarding the end of action, it is of the essence of liberalism 
properly conceived to have no concrete position. The end 
of action is whatever the individual wants and strives to 
do, or to get, or to be, as the case may be—as far as the 
main issue, namely freedom from coercion, by others or 
by the state, is concerned, and as long as he does not infringe 
on the like freedom of other individuals to pursue their 
own ends in their own way. The theory is that the indi- 
vidual is, in general (but not without exceptions—cf. use 
of narcotics, etc.), the “‘ best ” judge of his own ends and 
of the procedure to be used in promoting them. The 
doctrine never meant that the individual is a perfect judge, 
but only that he is a better judge, and especially a more 
impartial judge, than “the government” or any other 
person likely to claim the right to judge for him. Conse- 
quently, according to the liberal view, a greater total achieve- 
ment of ends actually desired and pursued, and in that 
sense a greater realization of ‘“‘ good’, will result from a 
general application of the principle of freedom, with the 
limitation of mutual consent, than from the application of 
any other general rule. 

5. The principles of liberalism involve no pressure on 
anyone to practice efficiency in any sense, or to pursue 
ends in connection with which it has meaning, rather than 
other ends. He is free to pursue such ideals as “ poverty, 
chastity and obedience ” (assuming that he can find someone 
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willing to be obeyed), or universal “love” or any form of 
ascetic practice, as long as he does not attempt to coerce 
others or infringe upon their similar freedom. He is also free 
to join with others in forming groups voluntarily devoted to 
the practice of any ideal of life which is not so offensive 
to the tastes of the larger community as to create danger 
of violence. 

6. In particular, liberalism allows any collection of 
individuals to organize economic life in any way they may 
choose. They do not have to establish markets or make 
exchanges under any form, to say nothing of conducting 
“enterprises” for profit. They may practice any type of 
co-operation, and adopt any mode of apportioning burdens 
and benefits upon which the members themselves can agree. 
And under the liberal regime groups have tried widely 
various schemes. But on seeing that co-operative or planned 
or controlled economic organization does not work out as 
it figures out (to some figurers), instead of learning their lesson, 
opponents of liberalism typically pour contempt and scorn 
upon such experiments as “‘ Utopian” and demand political 
authority over whole nations or the whole earth. The 
reasons for this attitude are not so very far to seek in the 
nature of human nature, but they cannot be explored in 
detail here. The fact that such propaganda wins adherents 
among the educated as well as the masses, and threatens 
to subvert liberalism itself and replace it with a most extreme 
dogmatic and violent illiberalism, is of course a matter 
for the profoundest concern. But to return to our theme 
(and to repeat), liberalism means only that individuals and 
groups shall not coerce others, and not merely in economic 
relations, but in any department of life, though freedom 
for the conduct of enterprise economy was the main 
immediate objective of liberalism as a general political 
movement. 

It should be pointed out, however, that liberal doctrine 
involved a tendency to oversimplification of values and 
motives, for which the hedonistic bias was no doubt partly 
to blame, or of which this bias was a consequence, as the 
case may be. The main argument for Jazsser-faire was 
instrumental, in the general meaning of the term; it was 
intended to increase efficiency. On one hand, this obviously 
involved taking the individual's actual endowment with 
‘means as a datum (either as “right” or as unalterable) 
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along with his tastes and other characteristics. This is 
the main weakness of the system, from an economic stand- 
point, as will be emphasized presently. Freedom is freedom 
to use power, of which the individual may possess much 
or little or none at all, and be equally free. 

Apart from this shortcoming, the liberal position itself 
can be maintained on quite different grounds, some at least 
as cogent as the tendency of freedom to increase efficiency, 
and different lines of argument are more or less confused 
in the literature. (In general, the writings of the utilitarians 
were not characterized by any great subtlety or analytic 
profundity.) The context, if not the explicit wording, 
frequently suggests more penetrating views. Freedom may 
be, and often was, considered an end or value in itself, and 
not merely as instrumental to efficiency in realizing other 
values. And going still farther, the writers would occa- 
sionally recognize that freedom is a “good”, not merely 
in the sense that men actually want it, but in the deeper 
and more truly ethical sense that men “ ought ” to be free, 
more or less independently of whether they wish to be or 
not. This latter view, that it pertains to the dignity of 
human life to live responsibly, to make one’s own decisions 
and take the consequences, is in keeping with the religious 
ethic of Puritanism, which certainly played an important 
role in the historical culture movement of which liberalism 
was a phase. Moreover, still another (a fourth) more 
‘ practical’ line of argument for economic J/azsser-fatre is 
important, and is occasionally met with. This is that the 
capacity of the state is limited, and that loading it with 
tasks which it cannot perform will cripple its effectiveness 
for functions which are possible for it as well as vital for 
the social life. 

7. As already noted, the “ end ” of the enterprise economy 
is, in liberal theory, productive efficiency, which means 
the transformation of the ultimate productive capacity 
possessed by each individual into the maximum “ income ”’, 
consisting of ‘‘ goods and services” reduced to a common 
denominator in terms of each individual’s preferences. The 
notion of the economic individual will have to be further 
discussed presently. We now observe that the concept of 
income contains a twofold ambiguity which has been the 
source of much difficulty and confusion in technical economics 
itself. On the one hand, it includes ‘‘ means of satisfaction ”’, 
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specifically the services of persons, logically including 
one’s own services, and also services of “‘ things”, whether 
“owned ” by oneself or by someone else. On the other 
hand, it also includes any accretion during the time interval 
for which it is measured, in the total productive capacity 
belonging to the individual affected. The relation between 
income in the form of satisfaction-yielding services and 
income in the form of growth in productive capacity is 
further complicated by the relation first noted between 
services rendered to oneself—by one’s own person or by 
things which one owns—and services rendered by other 
persons and instruments owned by them. And even more 
serious complications arise from the relation between accre- 
tions to productive capacity incorporated in the individual’s 
own person (labour power, skill, knowledge) and that which 
is incorporated in external things which he owns (capital 
goods). All that it is in point to say on this problem here 
is that the use of resources actually owned at any moment 
in any form is subject to the control of the individual, who, 
in so far as he behaves in accord with the principle of economic 
rationality, apportions all his available productive capacity, 
without regard to its form, among all the alternatives of 
use open to him, in such a way as to “‘ maximize ” the total 
‘““return’”’ in all forms, reduced to common units in terms 
of his own value-scale. (In economic jargon, his value-scale 
is represented by a “utility function” or satisfaction 
function or system of indifference curves, including invest- 
ment as well as consumption.) Opportunities for exchange 
with other persons (which must in some degree increase 
the total income of both) count to any one person as alterna- 
tive modes of use to be considered in apportioning whatever 
resources he “owns”. The result of intelligent apportion- 
ment, according to economic theory, is the maximum pro- 
vision, to each individual, under the given conditions 
(especially the similar maximum for all others), of “means 
of life”’, realized either in the form of momentary satis- 
faction or in further addition to productive capacity ; 
allocation between these two fields and among all the sub- 
divisions of both should accord with the economic principle 
of a maximum, i.e., equalization at the margin. Beyond 
this maximum provision of means, the ideal of freedom as 
qualified by mutual consent obviously has nothing to say. 

8. An outstanding ethical consequence of the theory of 
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productive organization through freeing the urge to self- 
advancement is a new and sharp division in the field of 
conduct, a new ethical dualism (there are many such dualisms) 
or at least a bifurcation of the ethical problem. The situa- 
tion is suggested by the vernacular expression, “ business 
is business”, meaning that business is one thing, and 
“charity” another. There is a strong feeling that it is 
“right ” to “ play the business game according to the rules ”’, 
to make exchanges at the ratios objectively set or made 
possible by the market. That is, it is assumed to be ethically 
legitimate and even positively virtuous, to desire to maxi- 
mize one’s “‘ income ”’, as defined above, and to act in such 
a way as to do so, subject always to the sweeping reservation 
of mutual free consent in all relations with others. (Some 
problems in the nature of this freedom of consent, especially 
as regards “ persuasion ’’, and effects on persons not parties 
to a transaction, will come up presently.) 

The question of what is to be done with income when 
obtained, or the reasons on account of which it is desired, 
not only receive no answer or illumination from the social- 
ethical principle so far discussed; there is even a certain 
tendency to deny their reality as ethical problems through 
emphasizing the right of every individual to do as he will 
with his own and his duty to live of his own and to make 
it fruitful. In any event, liberalism was emphatic that 
exchange dealings involve no obligation beyond honesty 
and non-predation—both primarily negative, but their 
meaning will call for further consideration later. In the 
political connection the payment of taxes and assumption 
of a fair share of the “ proper ”’ obligations of society was 
added. But at that point it would seem that the ethical 
theory of liberalism as a distinctive principle stops. Cer- 
tainly the use of income, or specifically the matter of 
obligation in its use, belongs to a completely separate ethical 
problem field, and constitutes a different branch of ethical 
science or inquiry. This branch of ethics tended to be a 
step-child.1_ We must keep in mind that in the ideal market 
economy of theory the individual has economic power only 
in the form of income and also that his income represents 
his own productive contribution to the aggregate social 
output. 

1 Qne senses a certain hollowness, for instance, in Spencer’s exhortations to and praise of 
charity, so strong is the balance of emphasis on the repudiation of any properly legal obligation. 
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However, the public mind or conscience of the civiliza- 
tion which in general accepted the liberal principle has 
never been clear or at ease on this question of obligation 
outside of and beyond the business code. Worse still, 
liberal thought has been much confused about the relations 
involved, and has never been happy even about the separa- 
tion, the business-versus-charity-dualism which we may call 
the second axiom or principle of liberalism (the mutual- 
consent principle being its first axiom). The issue raised is 
one of the most important factors in the current situation 
of unrest and crisis. A little headway may be made in the 
illumination of the problem by considering it briefly in the 
light of history. 

What we call primitive society, as known, and back of 
which knowledge cannot penetrate, presents as one of its 
most fundamental phenomena the notion of equity as a 
normative ideal and pattern of individual relationships. 
The most pungent example of “ primitive” equity is the 
lex talionts, ‘‘ an eye for an eye ’’, etc., which of course repre- 
sents an almost inconceivably long development of legality 
and civilization beyond the really primitive anger reaction. 
The bulk of primitive law is, moreover, law of tort rather 
than criminal law; it prescribes ‘“‘ damages” to injured 
parties, rather than punishment for wrongdoers. In our 
own society the notion of equity is still largely that of the 
preliterate tribal stage ; we try to get away from it to what 
we consider higher ethical norms, but make slow progress. 
‘‘ Reciprocality ” in all our emotional and social life, the 
return of .cordiality for cordiality, snub for snub, if not 
blow for blow, affection for affection, and the “‘ repayment ”’ 
of gifts, visits and entertainments in kind, seems as inevitable 
as a precise calculation and explicit negotiation of terms 
(or compounding in money) is repugnant, so that one wonders 
about the realism of any ethical teachings which pretend 
to get very far away from this level, especially through 
discussion. But of course there are exceptions, a sort of 
fringe around the blanket of guid pro quo which moral 
progress may gradually extend from generation to generation. 

Primitive equity also includes what we vaguely think of 
as economic reciprocity, the “exchange” of goods and ser- 
vices, but under very different conditions and forms from 
those of modern commerce. For-the most part trade is 
foreign trade, and in general is highly ritualized ; and the 
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ratios of exchange, the prices, are very rigorously fixed by 
traditional standards. Much intertribal exchange is a pure 
ritual, without economic significance, though involving a 
substantial “cost”. When conditions change and the 
amounts of any ware or token which will be supplied and 
demanded at the traditional prices become too unequal, 
other forms of interchange, especially gifts, largely take the 
place of exchange before prices yield. We find the same 
phenomena in “ backward” areas to-day.! One of. the 
great historical-anthropological problems is that of the 
development of markets in the modern sense, with flexible 
prices responding freely and accurately (more or less !) to 
changes in supply and demand conditions. It can be said 
with confidence that this happened first in the field of foreign 
trade, trade between groups, and was introduced into intra- 
tribal relations much later.2 Exchange of services is a 
late development, and it is an important fact that labour 
is a commodity which—apart from the trade in slaves— 
can hardly be a subject of international trade, and even 
with slavery can never give rise to a highly perfect market. 
The factual point to be made clear now is that the business- 
ethics principle of exchange of equal values is an obvious 
modification of primitive economic equity; the difference 
is that the value equivalence itself is subject to free adjust- 
ment in the market instead of being fixed by tradition at 
a specific figure. | 

But it is vitally important that, due largely to the sur- 
vival of primitive notions of personal equity, modern 
civilization in general has never wholeheartedly accepted 
the dualism of “‘ business versus charity ’’, in business itself, 
or accepted its sharp dichotomy between standards ot 
formally organized behaviour and the ethic of personal 
human relations. The notion of “ fair price’ and even of 
a considerate or humane price has persisted with varying 
strength in different connections, depending in part on the 
actual effectiveness of competition, in greater part on the 
public’s conception of its reality and effectiveness, and in 
large part on more subtle factors of ‘“‘ psychology ”. 

In any case, one of the main factors in the present crisis 


1 Cf. a paper by John H. Sherman, “ Some Observations on Custom in Price Phenomena,” 
American Economic Review, XVIII (1928), pp. 663 ff. It may be noted that at times ot 
catastrophic change, either in the direction of shortage or demoralising superabundance, the 
price system tends to give way even in our own culture and be replaced by rationing, price- 
fixing, governmental absorption of “ surpluses” and the like. 

2See Brentano, Die Wandlungen der wirtschuftlichen Einbert,; Hoyt, Primitive Trade. 
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is that the public has lost faith, such faith as it ever had, in 
the moral validity of market values. In large part, as 
suggested, this is due to the failure of even the educated 
public to understand the mechanics of exchange relations, 
and to the existence of monopoly and of friction in price 
and production adjustments. It is especially in the field 
of wages, the price of “labour,” that the tendency to reject 
market standards is strongest. But the dualistic principle 
must be accepted wholeheartedly in relation to economic 
organization if the kind of civilization we call free is to exist.* 
Business must be separated from “ charity ”, meaning all 
personal considerations. The principle of business-is-business 
is on a par with that of justice-is-blind, though both must 
be sometimes seasoned with mercy. Moral obligation to 
persons in consequence of special relationships is the general 
principle of feudalism, and is anachronistic and disruptive 
in a commercial or enterprise economy. Yet it persists ; 
and not only in connection with the employer-employee 
relation ; it, or its conflict with business principles and with 
wide areas of law as a whole, remains a fundamental aspect 
of the ethical problem-situation in modern society. The 
mixture of intellectual confusion with value judgments in 
the discussion of problems of economic ethics, as it takes 
place, baffles analysis, and is of course most sinister in 
import. 

g. It must be kept in mind that the main immediate 
driving force back of the liberal revolution in political 
thought was a technological revolution which could only 
work itself out, and yield the enormous increase in economic 
efficiency potentially available, through economic transac- 
tions between individuals spread over a vastly greater 
geographical and social area than that of the primary social 
group, or any natural community, an area within which 
“social ” relations in the ordinary sense become physically 
impossible. The natural result was “‘ economic ” conflict 


1 Business must be allowed to operate on business principles in relation to its given and 
legally defined conditions and these must be clear and reasonably stable. Undesirable features 
and results of the economic order can be modified through taxation and public expenditure, 
and perhaps changes in the laws of inheritance, but only within the very narrowest limits 
through price fixing and other arbitrary interference with the workings of the markets. In 
these fields general laws mean a straight jacket and administrative discretion an intolerable 
fog of arbitrariness and uncertainty. 

2 And they still are for the most part. Development of instantaneous communication has 
changed this somewhat and may change it more if television develops sufficiently. But there 
is another and especially sinister aspect to mechanico-electrical intercommunication itself. 
Mechanism may make it possible for any number of individuals, even the whole population 
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and the necessity of legal regulation of economic relation- 
ships, in this larger area, where “ social ” problems inevitably 
take a “ political” form. But the contrast between social 
and political is a vague one. These wide-area relationships 
involve just as much conflict of interest and opportunity 
for clash as, say, a card game or neighbourhood social rivalry ; 
but the conflicts take a special form, which we tend to call 
political because of the character of large-group psychology 
and behaviour. It is, however, a fallacy to view them as 
economic, which is no more true than it is of personal dis- 
likes or family feuds. There always have been rivalries 
and wars between groups formed on every conceivable basis, 
local, political or religious, or even purely artificial or partisan. 
In modern times the somewhat special form of nationalistic 
rivalry tends to predominate. 

10. The next point has to do with the nature of political 
coercion, beyond its negative role, and with the nature of 
the state. It is of the essence of liberal doctrine that action 
by the state is not action by individuals, although of course 
it is carried out, in the concrete, by human beings, officials 
of some kind. The liberal state is essentially ‘‘ The Law”’.? 
In the liberal view, the individuals who implement state 
action do not act as individuals, but are the agents of the 
law, and the law is the creation of society as a whole, of 
the “sovereign people”, and not of individuals. The same 
principle applies to legislators as to other officials. Of 
course this is an ideal, which no conceivable machinery 
could realize at all perfectly; but it is an ideal of fairly 
definite and intelligible meaning, and surely is one of ethical 
character and import. Undoubtedly it received its purest 
and classical formulation in the eighteenth century, at the 
hands of the political theorists in the British colonies in 
North America, and in the United States as a nation during 
its formative period. It is embodied in the principle, or 
slogan (of older date), “a government of laws and not of 
men”. Much, of course, might be said about this ideal, 


of the world, to listen or attend at the same time to the words and perhaps the facial expression 
and gestures of any one individual. But no invention can ever increase the efficiency of 
communication in the converse sense in the least degree. In spite of all science and technology 
it will remain impossible for one person to listen or attend at the same time to more than one ! 
The whole tendency is to increase the effectiveness and power of “‘ leadership ” and to multiply 
mob-mindedness. 

1 This was not true genetically ; the state was originally the military system, and law was 
a social phenomenon of a non-political sort. The state gradually assumed legal functions 
and at first only on the side of law enforcement ; conscious law-making, or legislation, came 


much later. 
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as regards its practical consequences, in relation to various 
circumstances and conditions ; notably the contrast between 
the conditions of frontier settlements, on a virgin continent 
peculiarly rich in natural resources, and those which obtain 
in the United States (to say nothing of Europe) toward the 
middle of the twentieth century. But our concern here is 
with the ideal. 

The primary difficulty with the notion of law as an ethical 
principle or norm is that the content of the law itself can 
never be taken as simply “given”, or beyond dispute, 
even at a given moment. In the liberal doctrine in its 
original form, this problem did not seem serious, because 
of the limitation of law itself and of its functions to the 
negative role of suppressing coercion. But even under this 
restriction, there was always and inevitably occasion for 
‘interpreting ” the law, in enforcing it, and also for making 
law outright, i.e., changing it, in consequence of changing 
conditions and standards. 

11. We should next consider the meaning in liberalist 
thought of that coercion of individuals by individuals which 
it is the primary function of the state, 1.e., of legal coercion, 
to prevent. To begin with, this was taken to mean simply 
“force and fraud”, concepts which it was assumed could 
be fairly easily defined by legal process and in words, with 
sufficient definiteness and accuracy for practical purposes. 
This view now seems naive, to the philosophic student of 
the problem; a very little perusal of a legal encyclopedia 
under the pertinent headings (“‘ duress ” and “ fraud ”’) will 
show that the problem admits of no definite solution. 
In connection with private coercion we must also deal 

with the distinctively economic category of monopoly. 
For the liberals of the nineteenth century, and even earlier 
(notably in England, and notably those classed as economists) 
clearly recognised that monopoly is a form of coercive power, 
and inadmissible in a “ free”? state. As is well known, at 
least among students of economics of the present day, the 
liberals, and specifically Adam Smith, tended to assume 
that monopoly would not require coercive repression, that 
it would not arise to an important degree in the absence of 
positive support, aid and abetting, on the part of the state 
itself. This indeed is still a “moot” question, one on which 
the writer has no very positive opinions, but on the issue 
of which he is by no means so optimistic as, for example, 
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Professor von Mises, and Professor Robbins of the London 
School of Economics. However, it must be admitted that 
governments have never given the original liberal position 
any fair trial, and do not seem in a way to do so, in the 
visible future, even in the United States or Great Britain. 

12. The observation next in order, as a sort of footnote, 
is that the “ individualism ” of liberal doctrine by no means 
excludes, but rather expressly includes, guidance of the 
activities of one individual by another, in the interest of 
increasing efficiency through more competent direction. It 
means only that the individual must be “ free” to place him- 
self under direction and guidance or not to do so, and hence 
to choose his own counsellors, and to follow their advice or not 
to follow it in any particular case, and to discharge a counsellor 
at will, with or without replacing him by another. 

A peculiar and important consequence of the freedom 
to accept and to give advice or counsel (by free mutual 
consent) is that in many fields advice or counsel becomes a 
commodity in the market, subject to competitive purchase 
and sale. In fact the separation between direction and 
execution is one of the most important cases of the division 
of labour. Professions which tell others what to do include 
among many others the law, medicine, and business manage- 
ment. But expert counsel or leadership is a commodity 
unique in the absolute logical impossibility of standardizing 
it or even describing it objectively. This means that the 
market is peculiarly imperfect; and this fact helps to weaken 
popular faith in market values, and has wide ramifications. 

13. We come now to consideration of certain elements 
of vagueness and ambiguity in the liberal principle of mutual 
free consent. Three examples call for notice. The first, 
and logically most puzzling, has to do with contract, the 
freedom of an individual to alienate his own freedom—for 
any consideration which appears satisfactory when the 
contract is made—for some specified period of time in the 
future and with respect to some specified scope of activity. 
Freedom to dispose of one’s own freedom is evidently some- 
thing of a paradox ; it obviously has in practice to be allowed 
within limits but just as certainly has to be limited if freedom 
as a general condition is to be maintained.’ 


1 The problem is somewhat akin to that of free exchange in dangerous drugs, weapons, etc. 
and it is still more closely related to the problem of lending and borrowing at interest, which 
are universally prohibited in primitive society—though gambling is usually less stringently 
dealt with ! 
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Liberal doctrine, according to my own impression, which 
is based on limited knowledge of Anglo-American law, has 
never had any clear position on this matter. In America, 
the problem receives a peculiar twist from the special 
emphasis of our founding fathers on “ inalienable rights ”’, 
from the fact that our government rests on a set of written 
constitutions, including national and state bills of rights— 
also from the circumstance that chattel slavery as an institu- 
tion became established under peculiar conditions and 
was abolished only at a very late date in history, in conse- 
quence of a long and hard-fought civil war, the results of 
which, again, were incorporated in the federal and state 
constitutions. It is evident that freedom of contract, i.e., 
the extent to which the law will enforce contract binding 
anyone for the future (or permit any other enforcement), 
must be restricted to narrow limits if anything like individual 
liberty, in a practical common-sense interpretation, is to 
be maintained (if it is not to run into “involuntary servi- 
tude’’). But on the other hand, this inalienability of control 
over one’s own person, meaning especially over its economic 
powers and capacities, though based on the peculiar 
sanctity of such control, results in placing in an especially 
weak position anyone who owns productive capacity only 
as embodied in his own person in the form of labour power. 
For what cannot be sold cannot be pledged; and the man 
without “property ”, in the usual meaning of the term, 
is dependent upon a practically continuous opportunity to 
market his services, as well as upon continuous possession 
of capacity to render service, in order to secure (for himself 
and dependants) the means of livelihood. For these means 
must of course be had in almost completely continuous 
flow— three meals a day”, or some other number. This 
“would be” the case if “society ” made no provision for 
‘relief’, outside the system of exchange relations; but 
of course some other provision is necessary for many 
categories of the population, who do not have “ productive 
capacity ” to sell of sufficient value to afford a socially 
acceptable scale of life, and this obligation on the part of 
the state has always been a feature of liberalism. 

14. The second element of vagueness is of a different 
kind but of equally vital importance. It arises out of the 
fact that a large part of the goods and services which are 
subject to exchange cannot be effectively standardized, 
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because their relevant qualities and characteristics are not 
a matter of common knowledge and direct observation, or 
of physical measurement, but are very largely a matter of 
judgment and there is wide diversity of opinion. In such 
cases, market dealings inevitably become affected by efforts 
to persuade, on the part of the seller or buyer or both. As 
it works out, also inevitably, it is ordinarily the seller who 
immediately sets the price, and marketing becomes a literally 
““ competitive ” endeavour or struggle on. the part of sellers 
to influence buyers. (The Economic man neither competes 
nor higgles—nor does he co-operate, psychologically speak- 
ing; he treats other human beings as if they were slot 
machines.) In a sense, what is involved here is a coupling 
with physical goods and services of information about them, 
which the buyer purchases, and of course pays for, along 
with the physical entities themselves. The social problem 
involved theoretically comes under the head of fraud; but 
the field in which, and range over which, assertions about 
wares cannot be viewed as objectively true or false is so 
limited that, from the standpoint of common sense, what 
is involved is rather the exercise of a kind of coercive force, 
or at least a struggle between opposed “forces” and not 
an exchange. The problem ties up with the general fact 
of uncertainty as a limitation on rationality. This is an 
infinitely complex and subtle problem; uncertainty itself 
is subject to uncertainty ; we do not know how much we 
know, or how accurately; there is no visible boundary 
between knowledge, opinion, and ignorance. 

The crux of the matter, from the standpoint of the 
workings of an enterprise economy, is the fact that the 
machinery of law, the formulation and enforcement of 
criminal statutes, or precedents, cannot deal satisfactorily 
with these phenomena in terms of either coercion or fraud 
or the two combined. To the extent that there is no 
objectivity in the matter at issue there can be none in the 
law. At the same time and for the same reason, the 
machinery of the market also fails to evaluate as information 
or counsel the persuasive or “ selling” activities of parties 
to transactions. The role of middlemen whose whole 
business it is to buy and to sell the same wares, presents 
especially interesting features. The whole arena is one in 
which, prima facie, high ethical standards and sentiments 
might be expected to produce results beyond those possible 
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for any formal social machinery ; and, in fact, ethics plus 
certain considerations which tend to make honesty good 
business policy, probably has more weight than legal action, 
though it remains necessary to treat as fraud and as criminal 
such persuasive efforts as go too far and fall “ reasonably ” 
within that category. The factor most neglected by critics 
of the enterprise economy is the irrationality and greed of the 
consumer himself; but outside the highly organized markets 
the whole system is saturated with “sentiment ”’, rivalry 
and suspicion, and “strategy ”—a polite name for trickery. 

15. The third of the qualifications referred to is that 
the primary principle of liberalism, free mutual relations, 
takes no account of inequality in economic position. The 
ability of one party to bring to the market a vastly greater 
quantity of saleable service value than another, coupled 
with imperfections in the market mechanism, may amount 
to the exercise of coercive power by the stronger party 
over the weaker. From the standpoint of pure theory, it 
is the market imperfection which is primarily in point, and 
this may operate in special circumstances to place arbitrary 
power in the hands of the “ weaker” party, the party 
possessed of less economic power as measured from a long- 
run point of view. The outstanding case, in the popular 
mind, is, of course, the “‘ bargaining”? between employer 
and employee. But the popular notions regarding the 
intrinsic superiority in bargaining power of the employer 
are very largely false. This is true even apart from situa- 
tions where there is effective monopoly in one form or 
another; and the monopoly factor itself may operate on 
either side.} 

Freedom of accumulation not only carries with it the 
possibility of cumulative increase in the inequality of 
economic power, and creates a strong tendency in that 
direction; in addition, economic power confers power in 
other forms, including the political And freedom of 
association is equally important in the same connection, 
since association may be for the end of power as well as 
that of efciency. Freedom of association also raises ques- 
tions as to the meaning and limitations of mutual consent, 
questions which cannot be taken up here. 


1 It seems necessary to refer in various connections to the failure of economic teaching to 
give even the educated public any conception of the actual workings of competition as a 
mechanism of control, which failure and lack are one of the most serious causes of the 
failure of the svstem to work effectively. 
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16. Before turning to considerations of a somewhat 
different kind, it may be well to consider the general meaning 
of the principle of freedom, in the light of the points already 
made, but from a somewhat different point of view. Politico- 
legal freedom, i.e., the restriction of organized social action 
to the prevention of force and fraud, means that within 
the sphere of Freedom, i.e., outside the sphere of legal 
control, social relations are left to the control of “ social 
forces ” other than law as deliberately enacted and enforced. 
That is, all relations not covered by the concepts of force 
and fraud, as defined in the terms of the law and in its 
actual enforcement, are controlled by other, less formal 
and deliberate modes of action or social processes. Further 
investigation and analysis of what is involved in these other 
forces or control processes would have to inquire into the 
philosophical problem of “free ” activity, first in the indi- 
vidual, in “ private ” action, and secondly in social behaviour 
under “free” mutual consent. Free activity would have 
to be compared and contrasted with such other categories 
as (a) the exercise of control by one free agent over another, 
by innumerable means and methods ; (4) control by society 
over individuals; and (c) “ positive’? cause and effect, 
physical, mental, “moral” and cultural. In such an 
inquiry methodological and philosophical problems step into 
the foreground. Any pure cause-and-effect relation means 
that the social-human unit is an incident in an inevitable 
flow of cosmic process in some conception. All notion of 
effective purpose is excluded and all discussion—such as 
the present effort—and likewise the efforts of the advocates 
of natural or dialectical cause-and-effect—is reduced to 
meaningless physical or metaphysical process. But the main 
point is simply the fact that the hands-off policy on the 
part of the state means leaving the course of events to such 
other causes or controls as do and will actually operate 
under the conditions present. Its opponents are right, as 
far as they go, in insisting that inaction is also a policy. 
These other forces or controls, apart from politico-legal 
action, cry for classification and analysis, but the task, the 
main problem of sociology and social philosophy, cannot be 
undertaken here. 

17. It is to be emphasized that acts most freely assented 
to and actually advantageous to parties immediately and 
directly affected almost always have effects for evil or good 
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on others, whose consent is not obtained. The liberalism 
of the free market provides for the consent only of parties 
to transactions. Where either good or ill effects accrue 
to others, such a system cannot protect the interests of 
remote persons in wider circles, or motivate action which 
“radiates ” beneficial effects. This, however, is rather a 
mechanical than an ethical weakness in the mutual-consent 
system, and its detailed consideration is outside the scope 
of the present article. As already noted, liberals have 
always believed both in political action for protection of 
important unrepresented interests and for “ public works ”’. 
But theory must recognize that a most intricate and subtle 
combination of public and private enterprise would be 
required to secure anything like a maximum utilization 
of resources in terms of purely individual interests. And 
the problem of community interests would call for separate 
consideration. 

18. These reflections naturally lead up to the most 
important single defect, amounting to a fallacy, in liberal 
individualism as a social philosophy. The most general 
and essential fact that makes such a position untenable 
as an exclusive principle of organization is that liberalism 
takes the individual as given, and views the social problem 
as one of right relations between given individuals. This 
is its fundamental error.!. The assumption that this can 
be done runs counter to clear and unalterable facts of life. 
The individual cannot be a datum for the purposes of social 
policy, because he is largely formed in and by the social 
process, and the nature of the individual must be affected 
by any social action. Consequently, social policy must be 
judged by the kind of individuals that are produced by or 
under it, and not merely by the type of relations which 
subsist among individuals taken as they stand. 

From the economic point of view, both this fact itself 
and its vital importance are especially obvious. The economic 
individual is a complex of three main sets of factors ; 
namely, wants, physical capacities (of himself and all that 
he owns) usable in satisfying wants, and knowledge of the 
processes involved in the direct and indirect use of means 
in rendering want-satisfying services, 1.e., in “ production ” 
and “consumption”. It cannot require more than a 


1 We reserve for later and extended consideration the fact that the other commonly accepted 
systems of social ethics make the same mistake, notably the Christian ethic. 
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reminder and a moment’s reflection to make any person 
interested in the facts realize that all three elements in the 
individual are very largely built up in and moulded by the 
social traditions, institutions, and processes of the culture 
in which the individual grows up. More specifically, they 
are largely the product of forces operating in primary-group 
life, in which the “primary” primary group, the family, is 
overwhelmingly important. It is chiefly from and through 
the family that the individual is formed and endowed in 
all these respects. 

Indeed it is evident (as we have already remarked) that 
liberalism never really meant individualism, and could not 
do so, in view of unalterable facts of life. From the stand- 
point of social policy, as well as that of scientific history 
or sociology, the “ individual ” is an evanescent phenomenon ; 
he comes into the world destitute and helpless, and neces- 
sarily remains a liability for a large fraction of his life-span, 
before he can become an asset to himself or an “‘ individual ” 
with capacity for membership in an organization of respon- 
sible units. In the nature of the case, liberalism is more 
“*familism ” than literal individualism. Some sort of family 
life, and far beyond that, some kind of wider primary-group 
and culture-group life, of a considerable degree of stability, 
must be taken as they are, as data, in free society at any 
time, until they change or are changed, by action in accord 
with policy, into other forms. This is true not only because 
primary groupings and institutions are in fact “there”’, 
but because no society could possibly exist without them ; 
and to safeguard them where it is necessary, and improve 
them where it is possible, must be the first concern of any 
intelligent social policy—on a level with the preservation 
of physical life itself. ‘Man is a social animal.” And the 
social philosophy of freedom and mutual consent is finally 
tenable only in so far as it can be shown that there is a natural 
harmony of interests between individuals and between the 
individual and society as free behaviour affects the social 
structure at the level of primary-group life, as well as 
harmony of interest between individuals in their individual 
interests. For the most part, liberalism, in taking the 
individual as given, took society for granted also. It recog- 
nized, indeed, the right of “the people” to change their 
political constitution, and to make laws touching property 
and the family. But this could only mean the people of 
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an existing political unit, or in fact, far more narrowly, the 
existing control system in such a unit. The revolutionary 
liberals were, as opponents have again pointed out, exces- 
sively rationalistic; they did not seriously consider the 
problems involved in the relationship between freedom of 
transactions and political freedom on one hand, and freedom 
of association in these wider institutional contexts of family 
and primary-community life on the other. Social policy 
in terms of action (beyond the merely preventive) 
means law-making; which is to say law-changing; and 
only to a very limited extent do individuals act inde- 
pendently in their efforts to bring about changes in the 
law. They act chiefly as members of groups, either pre- 
viously existent, or spontaneous and ad hoc, or deliberately 
organized, or combining these characteristics in various 
ways and degrees. 

19. From a practical point of view the naive faith 
in the power and benevolence of the non-political and 
non-legal social forces which is logically presupposed in 
latsser-fatre individualism, is questionable in connection with 
all three of our economic factors in the individual, but 
in connection with the third—his endowment with economic 
or “‘ productive”? capacity—it is palpably untenable. 
In free society, in the legal sense of a society which 
does not tolerate slavery, productive capacity falls into 
two main divisions—(a) the physical and mental qualities 
and endowments of the individual himself, and (0) earning 
power embodied in the properties of external things “‘ owned ” 
by the individual.! In the popular mind and in the propa- 
ganda of reformers, there is a sharp ethical contrast between 
these two forms of earning-power, between “ property ” 
and ‘“‘ human rights’. It is very hard to find much founda- 
tion for this view in the facts. Both forms of earning 
ability are alike in being largely created and conferred on 
the individual by the social-cultural process, and primarily 
in and by the family. Both forms of capacity are partly 
inherited and partly built up by the individual. They are 
built up by ‘“‘ investment ”’ in the individual himself or in 


1 Under the individualism of pure theory one individual has no power or control over the 
productive capacities of another otherwise than through purchase from moment to moment 
in a free market. In reality there are considerable exceptions. ‘The case of minor children 
is perhaps the largest; but the serious imperfections of the market for “labour” (really 
markets for innumerable kinds of labour) give rise to more political discontent. It should 
be noted that all intangible property, including ‘‘ good-will”, represents claims against or 
control over the productive power of persuns or of things owned by them. 
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external things, as the case may be. The investment in 
both cases is made partly by the individual himself and 
partly by others (“ parents”) or by society—on the basis 
of an inherited nucleus or “start”. Ethically considered, 
both forms or sources of income seem to be more or less 
equally affected by the same complex of factors—inherit- 
ance, intelligent and conscientious effort, fate, fraud and 
“weck,?), . 

In a “free” social-economic system there is every pre- 
sumption that movement will be away from and not toward 
fundamental human equality. It ‘‘ tends”, more or less 
effectively, to realize “commutative” justice, but “ dis- 
tributive ” justice is completely ignored. And real human 
equity seems clearly to include a right to “be” equal as 
well as to “ have ” equal “ rights”. Freedom, again, means 
the right to do what one is able to do, i.e., to use power, 
and has content only in so far as one possesses power. Equal 
right to use unequal power is not equality but the opposite. 
The difference illustrates a fact which will concern us 
especially as we go on to a comparative consideration of 
ethical systems; namely, that social ethics must look to 
the distant future and take into account the unborn and 
the whole character of culture, and not merely relations 
between given individuals. 

Moreover, even commutative justice or equitv—quantita- 
tive equivalence between what the “individual” puts in 
and what he takes out—has meaning only for the tnde- 
pendent recipients of income. The effective social unit in 
consumption is the family, and for other members of the 
family than the head, at least for all ‘‘ dependents ”’, there 
is little or no relation between reward and contribution, or 
desert in any form. The position of wives is quite anomalous 
—their economic status being a “ reward” chiefly for their 
wisdom in choosing husbands—and the injustice to children 
cries out to heaven. But these matters for the most part 
go with the family as a social institution ; and it is doubtful 
how far they can be altered by any change in the economic 
organization, particularly because the changes proposed 
mean substituting politics (competitive or monopolistic) for 
economics (property and the market). 

In an economico-ethical or political view, property 1s 
simply power to render saleable service, in a form which is 
itself saleable or exchangeable outright. But purchase and 
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sale of property is an incidental feature of economic life 
or economic organization. The essential thing is exchange 
of services, by whatever agency they are rendered. Nothing 
fundamental would be changed in economic society if all 
property except the most perishable consumption goods 
were “entailed ” and could not be alienated. Investment 
and accumulation would persist, and the interest rate would 
have the same economic significance as “now”. Moreover, 
none of these things would be substantially changed by 
establishing “‘ socialism ”, with property ownership and the 
control of enterprise a monopoly of the government. 

As suggested at the outset, the principle of guid pro quo, 
of equality in exchange, defines a power system as regards 
relations between individuals. It has moral significance only 
in so far as the individual’s contribution, what he brings to 
market, has moral significance as a measure of desert. There 
is, indeed, a moral factor (universally regarded as such) 
in the mode of use of resources, though this “‘ intelligent 
efficiency’ in pursuit of one’s own self-interest, seems 
ethical in a rather “low” and even dubious sense. But 
the individual’s economic status depends altogether on his 
possession of economic capacity, and this is justified in 
moral terms only in so far as it has come about through the 
intelligent use of pre-existing capacity, and of course only 
in so far as the efficient use of capacity in one’s own interest 
is an ethical virtue. 

The meaning of freedom is freedom to act so as to make 
changes in the course of events, as it would be or occur in 
the absence of such action. That is, it is freedom to use 
power, possessed in some form, to this end. Any intelligent 
defence of freedom as a principle, or effort to discover its 
proper limits, must consider the long-run historical conse- 
quences and must be based upon knowledge of what men 
will do with freedom and what effects their acts will have 
on the social life as a whole. It is not merely a question of 
the conflicting individual interests of different individuals. 
Market dealings leave wide circles of contemporary indi- 
vidual interests unprotected and fail to give others effective 
expression in motives to action and this fact alone calls 
for compulsory co-ordination of activities by some inclusive 
group organization. The individual cannot possibly know 
the effects of his acts or transactions even upon living persons 
and their interests, and still less upon “ civilization ”, beyond 
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an extremely narrow segment of space and time, and even 
then usually neither accurately nor at all completely. He 
does not “know” their effects upon himself but always 
takes chances in various ways and degrees. 

20. We are not at the moment concerned with the ques- 
tion whether or under what conditions some organ repre- 
senting the group and acting or ordering action on its behalf 
may be able to see farther or more correctly (and may be 
relied upon to act in the general interest). The point at 
the moment is simply that society has strong reasons for 
maintaining powerful brakes on departures from the “ beaten 
path”. Primitive society was wise in its conservatism, for 
it knew at least that the group had previously lived some- 
how, both as individuals and asa group. And liberal society, 
it now seems, has acted frivolously in switching over quite 
suddenly to an extreme opposite set of assumptions, that 
the new is better than the old, that the good consists in 
change, or at least in freedom of the individual to make 
changes, rather than in stability. This emphasis on the 
necessity of an onus proband: in favour of conservatism, 
and against change, must stand as our last word at this 
point.2 

1A second article will continue the discussion from the standpoint of comparative ethics) 
especially the relevance to the fundamental problems of economic reform of the teachings of 


Christianity and of Marxism, and with some reference to the more philosophical movements, 
pragmatism, and idealism. 
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International Short-Term Capital 
Movements 


By P. Barretr WHALE 


In recent discussions movements of short-term capital 
between countries have generally been referred to as a 
source of disturbance and instability. On the other hand, 
it has been recognised in the past that temporary loans 
can play a useful part in offsetting short-period fluctuations 
in a country’s international balance and in smoothing the 
effects of more permanent changes ; in fact, it has long been 
an important part of bank-rate policy to encourage these 
capital flows in appropriate circumstances. It seems to 
be clear at the outset, therefore, that the effects of inter- 
national short-term capital movements must vary according 
to the attendant circumstances. 

The purpose of the present paper is to relate the different 
cases in which these short-term capital movements occur 
to their different effects. This involves a classification of 
the movements, but since our interest is centred in their 
effects, | shall endeavour to distinguish the different cases 
which actually occur from this point of view, rather than 
to build up a complete classification by the method of logical 
division. 

I shall not dwell much on the fact that a country which 
incurs considerable net short-term indebtedness to foreigners 
is exposed to the danger of embarrassment through sudden 
demands for repayment; for apart from its obviousness, 
this effect is common to most of the cases which we have 
to consider. The one exception that comes to mind is the 
case in which a country borrows abroad in order to purchase 
raw materials for her export industries. The kind of effect 
to which I wish to direct attention is the influence of the 
capital movements on incomes, prices and the circulation 
of money in the countries concerned—that is, in inducing 
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expansions or contractions of monetary demand in these 
countries. It is this aspect of the subject, I think, which 
most requires elucidation, and it is here that the most 
interesting differences are to be found between the different 
cases of capital movement. 

In recent discussions the thesis has been advanced, 
tentatively by some writers. and rather uncompromisingly 
by Mr. Kindleberger in his International Short-Term Capital 
Movements, that an international movement of short-term 
capital is accompanied by an inflationary effect in the 
country parting with the capital and a deflationary effect 
in the country receiving it. It might be said that it is my 
present purpose to distinguish the cases in which this at 
first sight rather paradoxical view is true from those in 
which it is not. 

The main classification which I offer is a fourfold one. 

1. International investment may take place on short- 
term in order to take advantage of superior investment 
opportunities in a foreign country, in other words, from the 
same motives and in the same kind of circumstances as 
are considered normal in the case of long-term capital move- 
ments. | 

Foreign credits in connection with international trade 
are perhaps the most important examples of this type of 
capital movement. Foreign loans may also be used to 
finance purely domestic investment. For example, an 
exceptional expansion of trade in one country may raise 
interest rates there above the level in other countries and 
attract capital from abroad. I wish to leave on one side 
for the moment the case of foreign investment in security 
markets, so refer here only to the possibility of foreign 
capital flowing through the short-term money market to 
domestic business. A special case in this class with its 
peculiar problems is the use of foreign short-term capital 
for long-term domestic investment, as in Germany during 
the period 1928-30. 

The common feature which I wish to emphasise with 
respect to short-term capital movements of this class is 
that there is every reason to expect that the capital movement 
will lead to additional investment in the country receiving 
the capital. This means that the increase in the supply of 
goods available through the real transfer of the capital 
(whether as a result of increased imports or reduced exports) 
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should be matched by an increase in demand, through the 
exercise of the buying power made available by the loans. 
So far there is nothing either inflationary or deflationary 
in the process for either of the countries concerned. Interest 
rates will, of course, tend to be raised in the country parting 
with the capital, but the raising of interest rates through 
an increase in the investment demand for capital is not 
deflationary. (The increase of exports in relation to imports 
represents investment for the lending country as much as 
the production of capital equipment at home.) It may be, 
however, that some change in values is necessary in order 
that capital may be transferred in the form of goods. This 
is the transfer problem about which so much has been said 
in connection with long-term capital movements. As the 
same technical analysis applies to these short-term capital 
movements, it is not necessary to repeat it here. It suffices 
to say that the redistribution of demand consequent upon 
the transfer of buying power from one country to another, 
may be “‘ favourable ” to the factors of the receiving country. 
If this is so, the price and income structure of that country 
will have to rise relatively, and if exchange rates are fixed 
(gold standard case) this means absolute changes in terms 
of money—expansion in the receiving country, contraction 
in the lending country. Gold movements may occur to 
facilitate these changes. 

Clearly there is nothing here to suggest that a deflationary 
development in the receiving country is generally to be 
expected. 

2. My second class of short-term capital movement 
occurs exclusively in gold standard conditions, and then 
presupposes some rigidity in currency supplies and reserve 
requirements. 

In brief, my suggestion is that short-term capital movements 
may in these conditions be the means of bringing to a country 
the gold required for reserves or internal circulation in order 
to maintain a pre-determined level of prices and incomes. 

The best examples of this type of capital movement 
are provided by Professor Beach’s study of the cyclical 
character of British international gold movements in the 
pre-war period. As I understand Professor Beach’s argument, 
in times of active trade more gold was required in Britain 
for currency purposes. So far as the gold was not available, 
the effect was not to depress British prices below the world 
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level (as quantity theorists might expect) but to raise interest 
rates. Higher interest rates then attracted capital on 
short-term from abroad, and this capital came in the form 
of the gold required. Reversely, low interest rates in times 
of depression carried away redundant monetary gold. 

In the case of these cyclical movements, it must be 
supposed that the level of prices in the one country, Britain, 
was determined by the world level at the same time. There 
may also be analogous seasonal movements because the 
price level in a country cannot fluctuate much between 
the seasons of a year, whilst the amount of money required 
to maintain that price level may vary considerably. Collating 
the two cases, cyclical and seasonal, in the one case the 
price level is more or less determined by interspatial relations, 
in the other by intertemporal relations, and if the quantity 
of money is at times inappropriate to the given price level 
the effect on interest rates causes capital movements in the 
form of gold. 

In principle the distinction between my first and second 
class of capital movement is clear, for in the one case what 
the borrowers want is goods, in the other money. In practice 
it may not always be easy to distinguish the two types 
because, as has been mentioned, some movement of gold 
may occur in connection with the first type. But for my 
present purpose this difficulty is not serious, because from 
the point of view which most concerns me, the effects of 
the two types of capital movement are broadly similar. 
The effect of an inflow of capital of this second type is 
obviously anti-deflationary, not deflationary. 

3. The third class of short-term capital movement which 
I wish to distinguish is that to which Iversen and other 
writers have given the name “ equalising’ capital movements. 

As the name indicates, these are movements of capital 
(loans) which serve to offset a positive or negative balance 
of international payments on other accounts. In gold 
standard conditions they are a useful substitute, at least 
for the time being, for gold movements. In the absence 
of an international standard, they are indispensable if 
exchange rates are not to fluctuate rapidly through an 
almost infinite range. 

In a sense any one item in a country’s balance of pay- 
ments can be said to offset the balance of all the rest. 
Naturally something more than this is meant when certain 
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short-term capital movements are described as “‘ equalising.” 
It is implied that the capital movements arise from the 
need of a balancing item and would not occur otherwise. 
There appear to be two ways in which the “ market ”? may 
be induced to provide “ equalising” capital movements. 

(2) By the expectation of an exchange profit. That is, 
the exchange depreciates by a certain amount and is then 
supported by purchasers who hope to be able to resell later 
at a higher price. Sometimes the profit may be assured 
through a forward sale. 

(4) By offering an advantage in interest rates, that is, 
by raising rates relatively in one centre in order to attract 
foreign funds. In so far as an interest differential provides 
the attraction, these equalising capital movements have a 
point in common with the movements of the preceding two 
classes. But the circumstances in the borrowing country 
are obviously different. The contrast here is sharpest 
between the circumstances which lead to my first and third 
classes respectively—between the offer of higher interest 
rates because of a demand for funds for additional investment 
expenditure and the offer of such rates in order to cover 
the deficit resulting from an unbalanced distribution of 
existing expenditure in international trade. The difference 
between my second and third classes, applying only in 
gold standard conditions, may be described as the difference 
between borrowing to increase the supply of money and 
borrowing to avoid a contraction in that supply. 

These two ways of attracting equalising capital movements 
may be regarded as alternatives. If exchange rates were 
rigidly fixed, an interest difference would be the sole means 
of attraction; the more widely exchange rates can vary, 
the less the importance of interest margins, the greater the 
importance of possible exchange profits. ‘‘ Widening the 
gold points”? is therefore a policy which reduces the need 
for interest rate manipulation in the working of the gold 
standard. The pre-war gold policy of the Bank of England, 
as described by Mr. Sayers and Professor Beach, amounted 
to raising the selling price of gold at certain times, so as 
to lower the gold export point and give greater scope for 
inward equalising capital movements, and to raising the 
buying price of gold at other times, so as to lower the gold 
import point and narrow the opportunity for outward 
equalising capital movements. 
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Equalising capital movements may also be provided 
directly by the monetary authorities. Even in pre-war days 
this was done to some extent, certain central banks holding 
stocks of foreign exchange assets, by varying the amount 
of which they could equalise demand and supply in the 
exchange market. In recent years, of course, operations 
of this kind have been undertaken by Exchange Equalisation 
Funds. 

The thesis that a movement of short-term capital has 
deflationary effects in the borrowing country, inflationary 
effects in the lending country, has more justification in the 
case of these equalising movements and can, I think, be 
shown to be true in some senses. Looking at the matter 
from the point of view of the circulation of money, in the 
borrowing or deficit country the money which with an even 
balance of payments would have passed from one section 
of its traders to another (e.g., from importers to exporters) 
passes into the disposition of foreign financiers or their 
agents, and is either held completely liquid, awaiting the 
favourable turn in the exchange market, or at best is invested 
in the central money market. There is therefore a diversion 
of the flow of money from the industrial circulation to the 
financial circulation, which may be expected to be deflationary. 
Obversely, in the lending country there is the opposite 
tendency for money to be released from the financial to 
the industrial circulation. . 

The view that these movements of capital have such 
deflationary or inflationary effects should only be accepted, 
however, subject to certain reservations or restrictions of 
meaning in the case of countries on the gold standard. 
In the first place, inasmuch as the capital movements are 
substitutes for gold movements, there is merely a substitution 
of one kind of deflationary or inflationary change for another 
—and I think one may say a substitution of a less drastic 
for a more drastic change. In the second place, in the case of 
balance of payments disequilibrium I should not always regard 
the monetary changes as the primary cause of inflation or 
deflation. For example, if a country suffers an adverse 
movement in its balance of trade as the result of a change 
in the direction of demand, I should call this change in 
demand the primary deflationary factor. As Mr. Harrod 
has shown, in the absence of money balances this change 
in demand would of itself suffice to reduce incomes in 
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the deficit country until the balance of payments was restored.1 — 
With money balances in use, however, people are able 
to spend more than their currently earned income by drawing 
on their monetary reserves; and this release of money 
tends to maintain incomes and prevent the restoration of 
the balance of payments. Hence, with exchange rates 
stabilised, the final adjustment to a new equilibrium is 
only reached when the quantity of money has been contracted 
(either through gold flows or the contraction of bank credit) 
to correspond with a lower level of incomes. What I have 
called the primary deflationary factor is only effective, 
therefore, if it is supported by these monetary changes. 
If now in association with equalising capital movements, 
there occurs an immobilisation of money, a diversion of 
money from the industrial to the financial circulation, this 
for the time being supports the primary deflationary factor 
in the same way, by offsetting the release of other balances. 
This reasoning, it will be seen, does not deny that the 
inflow of equalising loans may be associated with deflationary 
effects ; rather it denies that this is a separate, additional 
deflationary factor, and it shows that these effects are part 
of a corrective process rather than uncalled-for disturbances. 
The foregoing discussion relates to gold standard conditions, 
in which it may be assumed that it is the definite policy 
of the authorities concerned to maintain exchange rates 
stable within narrow limits. If on the other hand we have 
a system of independent currencies, and the general policy 
is to preserve autonomy in the national price and income 
structures, allowing international adjustments to take place 
through movements in exchange rates, then equalising 
capital movements which tend to hold the exchange rates 
firm and throw the burden of adjustment on to the price 
and income structures, may be said to be separately and 
unequivocally deflationary or inflationary in their effects. 
The same is to be said of the capital movements of 

my fourth and last main class, movements of refugee capital. 
This class covers all cases where capital is moved temporarily 
abroad for safety, whether the danger feared at home is 
currency depreciation, bank failures or “ confiscatory ” 
taxation. What is sought essentially is :guidity in a foreign 


1 International Economics, p. 110. The case in which the balance of payments deficit 
is due to an autonomous expansion of demand at home differs somewhat from that considered 
above. The change in the trade balance still exercises a deflationary influence : in short, 
it reduces the value of the ‘‘ investment multiplier.” But it cannot be expected to be self- 
correcting in this case, when abstraction is made from the monetary phenomena, 
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currency—and this serves to distinguish “refugee ” 
movements from “‘ investment”? movements, in which risk 
always plays some part. 

Under gold standard conditions, the flight of capital 
from one country to another will almost certainly lead to a 
movement of gold in the same direction. The. influx of 
gold in the country receiving the capital presents a problem 
in so far as it threatens an expansion of money, credit and 
incomes which may have to be reversed later, on the occasion 
of the withdrawal of the capital. The solution of the problem 
is found in the sterilisation of the incoming gold. This 
presents no difficulty in principle apart from the direct 
cost to the central bank (through the substitution of gold 
for earning assets) or the government (cost of borrowing 
to purchase gold). 

In the absence of the gold standard, the problem is different 
and rather more complicated. In this case a net movement 
of capital (as distinct from an exchange of claims in each 
other’s currency between nationals of different countries) 
can only take place to the extent that there is a change in 
the balance of trade. Through movements in the exchange 
rates, the country losing capital must develop an export 
surplus, the country receiving the capital an import surplus. 
In the home markets of the latter (receiving) country, there 
will then be an increased supply of goods without a corres- 
ponding increase in demand. For in contrast to what may 
be termed a normal movement of capital, this movement 
of capital is not made in response to an investment demand, 
and the money acquired by the capital exporters abroad is 
more likely to pass into the financial circulation than to be 
spent on new capital outlay. In short the same deflationary 
situation is produced as in the case of the adverse balance 
of payments discussed in the case of equalising capital 
movements; but whereas in that case both the capital 
movement and the deflation were the result of the change 
in the balance of trade (due to a change in international 
demands) in this case the capital movement is the cause of 
the deflation and the adverse trade balance. 

It might be possible for the monetary authorities of the 
country to which the refugee capital flows to bring about an 
expansion of investment at home equivalent to the capital 
inflow. But the fact that the capital is only available 
temporarily and possibly for a comparatively short period, 
makes this course dangerous. It remains for the authorities 
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to offset this inflow of unwanted capital, either by acquiring 
foreign money to balance the foreign acquisition of home 
money—in which case there is no net import of capital— 
or by purchasing gold to balance the inflow of capital (or 
other imports might be bought, e.g., stocks of materials as 
suggested by Mr. Keynes in his recent paper to the British 
Association). This offsetting of capital movements has 
become at least as important a part of the work of Exchange 
Funds-as the provision of equalising capital movements. 
The offsetting of the inflow of refugee capital avoids any 
deflationary effect through an adverse change in the balance 
of trade. Either there is no net import of capital, or if there 
is it is balanced not by a change in ordinary commodity 
trade but by a movement of gold (or by special imports in 
Keynes’ proposal). But it remains to be considered whether 
there may not still be a deflationary effect resulting from 
the way in which internal monetary circulation is influenced. 
The answer depends partly on how the foreign capitalists 
dispose of the money of which they have obtained control, 
and partly on how the situation is dealt with by the domestic 
banking system. There need be no disturbance at all if, 
to take the simplest case, the foreign capitalists invest in 
the Treasury Bills with which the Exchange Fund is financing 
its operations. The result will be equally satisfactory if 
the foreign capitalists hold bank deposits and these deposits 
are additional to the supply which would otherwise exist, 
that is, if the banks purchase the Treasury bills issued by 
the Fund as additional assets. This will lower their reserve 
ratio, however, and although the especially liquid character 
of the Treasury bills acquired may be held to justify some 
lowering of the cash proportion, it is probable that a sufficient 
expansion of deposits would be conditional upon an increase 
of reserve assets (bankers’ cash) on the part of the central 
bank. Finally, if the banks (or for that matter the general 
public) purchase the Treasury bills sold by the Fund in 
place of other assets, so that the foreign capitalists acquire 
part of the existing supply of deposit money, it is necessary 
that these deposits should be invested if a deflationary 
effect is to be avoided, although since the money (deposits) 
was probably drawn from the financial circulation, it will 
suffice if it is invested in the same sphere. The view that 
the acquisition of home money by foreigners will be defla- 
tionary unless the authorities make possible an expansion 
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of the supply of money, is based on a presumption that 
the foreigners will hold idle deposits. 

To summarise the foregoing argument with respect to 
my four main classes ; the first two classes in no way involve 
deflation in the receiving country ; the third class is associated 
with deflationary effects in the receiving country, but only 
imports a separate deflationary force in the case in which 
the equalising capital movement prevents adjustment through 
exchange depreciation ; the fourth class is definitely defla- 
tionary unless offset. 

It.is not claimed that these four classes are exhaustive, 
but they cover, I submit, an important part of all short- 
term capital movements and present interesting contrasts. 

Moreover, the foregoing analysis provides a framework 
into which capital movements originating in other ways 
can be fitted. This will be shown with reference to two 
other kinds of short-term capital movement. 

5. Movements of capital to take advantage of a Stock 
Exchange boom in another country. In practice it may 
sometimes be difficult to determine whether the capital is 
being moved temporarily to take part in speculation or 
permanently for investment, and it is only with the first 
case that we are here concerned. But putting aside this 
difficulty, it can be said that in so far as the speculation 
leads to additional real investment, the technical effects 
of the capital movement are much the same as those of 
my first class. (It is not denied, of course, that the kind 
of investment which results may be less desirable.) On the 
other hand, to the extent that the speculation expands the 
financial circulation and not real capital outlay, the effects 
of a speculative capital movement approximate to those of 
refugee capital. 

6. Changes in foreign balances held as monetary reserves. 
Changes which follow alterations in the balance of trade 
(because of changes in demand) serve immediately as 
equalising capital movements and have the advantage of 
being more permanent in their inflationary or deflationary 
effects than other equalising capital movements. On the 
other hand, if the authorities of an exchange standard 
country (e.g.) decide to strengthen their reserve position 
(acquire liquidity abroad) or if the exchange standard 
system is newly adopted, the effect on the country where 
the balances are acquired is likely to be the same as that of 
an influx of refugee capital. 
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Capital Intensity and the Trade Cycle 


By Nicwotas Ka.tpor 


1. Tuat the Trade Cycle is chiefly characterised by undue 
periodic “‘ lengthening ” of the period of production is the 
well-known tenet of the contemporary Austrian School.? 
According to this theory, credit expansion, through its 
effect on the structure of interest rates, leads producers to 
adopt methods of production which are more “ roundabout ” ; 
the profitability of these methods can only continue, so 
long as the process of credit-expansion continues (or, at any 
rate, so long as the interest rate does not rise): once it 
ceases an attempt will be made to return to less capitalistic 
methods which necessitates a painful process of readjust- 
ment. Thus the real cause of the depression is the mal- 
investment of capital undertaken during the boom; and 
under the term “ malinvestment ” the adherents of this 
theory understand not investment for the wrong purpose 
but investment in the wrong form—not that the instruments 
of capital created produce unwanted goods, but that they 
cap only produce these goods in an unwanted way. 

This theory has been attacked in recent years from two 
different ends—from the trade-cycle end and from the 
capital-theory end. On the one side it has been recognised 
by an increasing group of economists that the important 
variations during the trade cycle are variations in the general 
level of activity—in the level of incomes, of production and 
employment—and in comparison with the overriding import- 
ance of these the changes in the methods of production, 
on which the Austrian theory concentrated its attention, 
must be insignificant. On the other side, the Jevons- 
Béhm-Bawerkian theory of capital, on which the Austrian 
trade-cycle theory purports to be based, has been subjected 
to searching criticism by a group of writers, chiefly by 
Professor F. H. Knight. It has been contended that quite 


1 The writer is indebted to Miss M. F. W. Joseph, Mr. W. M. Allen and Mr. T. Scitovszky, 
who have read this paper in manuscript, for suggestions and criticism. 

2 Under ‘‘ Austrian School” we mean chiefly the writings of Professors Mises, Hayek, 
Strigl and Machlup. English readers are familiar with the theory chiefly through Professor 
Havyek’s Prices and Production. 
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apart from its application to the trade cycle the main 
principle of this theory that the accumulation of capital 
involves a “ lengthening” of the investment period, is false 
and unwarranted; and, moreover, the meaning of the 
investment period concept itself is subject to grave doubts. 

As a result of these developments the danger, at the 
moment, is that too little, rather than too much, attention 
is being paid to the question of variations in methods of 
production during the trade cycle and what significance 
is to be attached to them. For the fact that the Austrian 
theory of the trade cycle started off on what now appears 
to be the wrong track has rather distracted attention from 
the possibility that insufficient or undesired changes in the 
methods of production during a boom can be a potent 
source of disequilibrium. It is the purpose of the present 
paper to re-examine this problem. Our enquiry falls into two 
main parts. In the first part we shall examine what mean- 
ing, if any, can be attached to the investment period concept 
in view of the attacks launched against it; and how this 
“* investment period ”—i.e. the method of production actually 
chosen by producers—is determined. In the second part 
we shall investigate the behaviour of capital intensity during 
the cycle, and the causal significance of this behaviour, 
i.e. how far, and in what ways, the actual methods of pro- 
duction adopted are consistent with those required for a 
steady rate of progress. We shall find that the changes 
in the degree of roundaboutness are by no means causally 
unrelated to cyclical fluctuations; but that in so far as 
there is ‘‘ malinvestment ” during a boom, it is of a very 
different character from that contemplated in the theories 
of the Austrian School. \ 


I.—TueE DETERMINATION OF CapPITAL INTENSITY 


2. The first question—whether there is any meaning in 
the investment period concept—has given rise to an ex- 
tended controversy on which the present writer has already 
"expressed his views in two earlier publications.’ Here it 
will be sufficient to indicate certain results which seem 
to emerge from that controversy. It appears, in the first 

1 “ Annual Survey of Economic ‘theory : The Recent Controversy on the ‘Theory of Capital,” 
“Econometrica, July, 1937, and “ On the Theory of Capital: A Rejoinder to Professor Knight,” 


Econometrica, April, 1938. Cf. also Knight, On the Theory of Capital: In Reply to Mr. 
Kaldor,” Econometrica, January, 1938. 
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place, that the quantity of capital, employed by a frm, 
or the economic system as a whole, can be measured, or 
expressed, in terms of an “investment period” only under 
certain assumptions regarding the technique of production, 
assumptions which are so restrictive as to deprive the concept 
of any practical value.! It appears, secondly, that given 
these assumptions the investment-period concept provides 
no more than a measure of the ratio of capital to labour in 
production ; and even so, it is merely one of several ways 
of measuring this ratio.2? And it appears, finally, that the 
objections which invalidate the investment period concept 
by no means impair the validity of this ratio; hence the 
purposes (or at any rate some of the purposes) for which 
the concept of the “investment period” was intended, 
might be served equally by some other measure of the ratio 
of capital to labour. It will be better, therefore, to drop 
the expressions “‘investment period”, “ period of pro- 
duction ”’, or “ amount of waiting ”’ altogether and substitute 
some less ambitious term, such as the “‘ degree of round- 
aboutness of production”, or the “degree of capital 
intensity 7’. 

It still remains to show how these terms can be defined. 
For capital—real capital—consists of heterogeneous, not of 
homogeneous, objects, which themselves embody labour and 
which periodically have to be renewed or replaced ; hence 
the meaning of the ratio between capital and labour, as 
factors of production, is not so immediately obvious, as, 
say, the ratio between factor A and factor B, where both 
these factors are viewed as a collection of physically homo- 
geneous units.* In fact, there is no absolute, or unique, 
measure of this ratio. But one can conceive several 
“indices”? which give an “ordinal”? measurement of it— 
1.e. which enable us to say whether the ratio has increased 
or diminished, even if the exact quantitative magnitude of 
the change registered by a particular index may have no 

1 Econometrica, January, 1938, p. 65, and idid., April, 1938, p. 166. 

* Ibid., April, 1938, p. 169. 

% This, it seems, is admitted by Professor Knight himselt, who thinks, however, that since 
it cannot be measured with “‘ any high degree of accuracy ”’, its use should be avoided “ in 
work pretending to a scientific character”? (loc. cit., p. 82). 

“ Moreover, “labour” is looked upon as a flow of productive services, measured by 
integrating this flow over an interval of time (man-hours), whereas ‘“‘ capital” is regarded 
as the source of the flow of productive services, i.¢., as concrete goods. This is partly because 
the services of capital goods are not always easily measurable, and partly because, in a 


non-slave economy, only the services of labour can be exchanged, and not (as in the case 
ut capital goods) the sources of these services. 
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special significance. Such an index is the ratio between 
“initial cost” and “annual cost” involved in the pro- 
duction of a certain stream of output.' In planning an 
investment, entrepreneurs expect a certain prospective 
stream of net receipts, which is obtained by deducting 
from the gross receipts, obtained from the sale of its planned 
output, the corresponding stream of expenditures. It is 
generally possible to reduce the size of the expenditure- 
stream, per unit of receipts-stream (i.e. per unit of output), 
by increasing the initial outlay (the size of the investment) 
per unit of output. Hence the relation between initial 
outlay and annual outlay can be regarded as a measure of 
the proportion in which “ capital’ and “other factors” are 
combined in a particular productive unit, i.e. of its ‘capital 
intensity ” of production.? 

For a going concern, whose capital is already installed, 
the ‘‘ initial cost ” is not, of course, the actual cost of the 
equipment incurred in the past, but its replacement cost 
at current prices; while its “‘ annual cost’ could be either 
(a) its actual rate of expenditure in connection with the 
output which it is actually producing ; or (4) its “ normal ” 
rate of expenditure, associated with the rate of output 
which corresponds to the normal capacity of the equipment.? 
Hence we can distinguish between the “ actual”? and the 
‘‘normal” capital intensity of a certain productive unit. 
The former can vary with variations in the amount of labour 
and raw materials employed in connection with a given 
equipment, but the latter can only be varied by changing 


1 The other indices one could adopt are the ratio ol the value of annual output to that 
of annual input, the ratio of interest costs to wage-costs (per unit of output), or the ratio 
of initial cost to the value of (annual) output. All these have been proposed by various 
writers. ‘They all suffer, more or less, from the deficiency that if the relative prices between 
input and output units change, or the rate of interest changes, the indices will register 
variations though no change has occurred in the real structure of production. Hence they 
have to be corrected for such price changes. With the index suggested in the text, this 
deficiency is partially eliminated, since this only assumes the prices of (newly produced) 
equipment goods in terms of labour as given. ‘This latter price ratio is, perhaps, less subject 
to variation, at any rate over short periods, than the prices of final goods relative to wages, 
or the rate of interest. (Ihe price of raw materials enters both in the ‘‘ initial cost” and 
the “annual cost” of output. But they are not, or not necessarily, the same kind of raw- 
materials; hence a change in the price-relation between different kinds of raw-materials 
will also affect our index.) 

2 For a fuller elucidation of this concept, and of the meaning of the terms * initial cost” 
and ‘“‘ annual cost”, see Econometrica, July, 1937, pp. 212 ff. 

3 The output which corresponds to the normal capacity of the eyuipment is not necessarily 
the same output which gives minimum average costs, since under a régime of imperfect 
competition, normal output need not be the same as the optimal output. Rather, it should 
be regarded as the rate of output in the expectation of which the particular equipment wis 
planned. 
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the type of equipment in use. In the case of a new invest- 
ment (equipment planned or under construction) we can 
only speak of course of its normal capital intensity. 

For an individual firm therefore the degree of capital 
intensity of production can be defined with sufficient 
accuracy. It is more questionable whether we can measure 
in the same way the capital intensity of society as a whole. 
This would depend on the ratio of the replacement cost 
of the whole social capital to the annual labour income? : 
and the “replacement cost of the whole social capital ”’ is 
a concept of more than doubtful validity. But there is no 
need for any such concept. Changes in the capital intensity 
of production in general are the outcome of changes in the 
methods of production employed by individual firms; and 
in so far as different firms are subject to the same influences, 
any generalisations made about the behaviour of the 
“typical” or “representative” firm will be applicable, 
mutatis mutandis, to the system as a whole.* It will be 
quite sufficient, therefore, to concentrate our attention on 
the behaviour of the representative firm. 

3. Increasing the degree of (normal) capital intensity 
thus implies the installation of superior equipment, with 
a greater labour-saving capacity. (Theoretically it can 
imply savings in raw materials as well; but the technical 
possibilities in this direction are pretty limited.) This is 
possible in two ways: either by the installation of more 
‘“‘ automatic ”’ equipment, which requires less “‘ co-operating 
labour ” per unit of output, or by the use of more “‘ durable ” 


1 In the subsequent analysis we shall be mostly concerned with the latter, i.e., the capital 
intensity adopted on new investments. 

* For an individual enterprise, the ‘‘ annual outlay ” includes, in addition to the cost of 
the labour directly employed, the price of raw materials, etc., bought from other firms and 
the charge for maintenance and replacement. For a closed system, as a whole, however, 
this item consists entirely of labour costs. For all inputs other than labour must be the output 
of some other firm; hence these other inputs cancel each other out when the outputs and 
inputs of all firms are added together. 

3 It might be objected that changes in the capital intensity for the system as a whole 
need not necessarily involve corresponding changes in the methods of production adopted 
by individual firms: since the change might take the form of a relative expansion in the 
output of those goods which contain more capital rather than a change in the methods by 
which output is produced. But this is not so. It is true that any change which makes it 
profitable to use more capital per unit of output will at the same time reduce the costs 
of production of those goods produced with much capital relatively more than the costs 
of those containing less capital. Hence an expansion of the capital intensity of individual 
firms will, ceteris paribus, be accompanied by a relatively greater expansion of the more 
capitalistic firms: thus making the changes in capital intensity for the system as a whole 
rather more pronounced than might be inferred from the changes in capital intensity of 
the representative firm. But the two movements cannot go in opposite directions ; nor could 
there be a change in the first in the absence of the second, unless there were an independent 
change in the relative demand for different types of consumption goods, ut the saine time. 
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equipment, which requires lower amortisation (hence less 
“invested labour”) per unit of output. In practice, the 
first method is of predominant importance; although in 
more primitive communities there are large possibilities of 
cost-saving in the second direction as well. 

Greater economy of labour, per unit of output, can only 
be achieved, of course (given technical knowledge), by a 
greater expenditure of capital per unit of output. Hence 
the higher the degree of capital intensity adopted, the 
smaller is the actual productive capacity created by a given 
amount of investment. 

4. What determines the optimum degree of “ capital 
intensity ”, i.e. the degree of labour-saving capacity of the 
equipment actually adopted? On closer examination this 
question turns out more intricate than one would at first 
suppose ; it is seen to depend largely on the type of market- 
imperfection with which an individual firm is confronted. 

The type of equipment chosen can be assumed to be the 
one which maximises the producers’ profits, after deduction 
of interest charges, including the necessary reward for 
risk-bearing (of lenders and borrowers).? It is usual to 
express this condition by saying that the marginal efficiency 
of capital, in equilibrium, must be equal to the marginal 
cost of borrowing (i.e. that the additional profit on the 
last unit of capital invested equals the additional cost of 
employing that unit). But it is easy to show that this con- 
dition can tell us nothing as to the method chosen; _ for 
the simple reason that equality of marginal efficiency and 
marginal cost can be reached, not with one method alone, 
but with any method. In other words, although the firm 
is confronted, under given conditions, with only one supply 
curve (of capital), it is faced, on the other side, with a whole 
family of marginal-efficiency curves; or, more precisely, 
with as many marginal-efficiency curves as there are methods 


1 Cf. John Rae’s illuminating description of the inferior durability of instruments used 
by the Chinese, in New Principles of Political Economy, pp. 151 ff. In a modern industrial 
community, technical progress and consequent risk of obsolescence of plant, forms a serious 
obstacle to further cost-saving through the installation of more durable machinery. 

2 Mr. Keynes is inclined to treat the reward for risk-bearing (borrowers and lenders) as 
a deduction from the expected profit, i.e., from the marginal etiiciency of capital (General 
Theory, Ch. 11). This is quite a legitimate procedure; but for our purposes (for reasons 
which will become obvious) it is more convenient to treat risk as an addition to the supply 
price of capital. In so far as a particular method of production involves risks which are 
peculiar to that method, these should be treated as a deduction from the expected profit on 
that method; but risks which are common to all methods should be regarded as a factor 
limiting the supply of funds; even if the risk implies an unwillingness to borrow, rather 


than to lend. 
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of production available. (In 
Fig. 1 the curve SS stands 
for the schedule of marginal 
supply prices, including risks : 
‘the curves D,, D,, Ds; the 
marginal efficiency curves corre- 
sponding to different alterna- 
tive methods of production.) 
o To determine the method 
actually chosen we need the 
additional condition that the 
area enclosed by the relevant 
marginal efficiency curve (repre- 
senting the method chosen) and the marginal supply curve 
must be a maximum.? 

Before, proceeding further it is necessary to say some- 
thing about the shapes of these curves. Under a régime 
of perfect competition in the markets for products and for 
factors, and in the absence of economies and diseconomies 
of scale (i.e. that an increase of a/J factors in a given pro- 
portion leads to an equi-proportionate increase in output), 
the marginal efficiency curves must all be horizontal: for 
under these conditions the rate of profit earned must be 
independent of the scale of investment. (In this case, 
therefore, the optimum degree of capital intensity can be 
expressed by the simple condition that the rate of return 
per unit of capital invested must be a maximum—i.e. that 
method will be chosen which corresponds to the highest 
marginal efficiency curve.?) 

Thus apart from the case of technical diseconomies of 
scale, the existence of which is doubtful and can therefore 
be ignored, the cause of falling marginal efficiency curves? 
to the individual firm is to be sought in falling demand 
curves for the products and/or rising supply curves for its 
factors.4 Since these causes operate equally whichever 
method is chosen the family of marginal efficiency curves 
all follow the same general tendency: they are all falling 


Returns per. cent. 


Marginal 


O2 


Amount of Capita! Invested 


1 a 


1 In Fig. 1 the relevant marginal efficiency curve is D, and P is the equilibrium point. 

® These assumptions underlie Wicksell’s theory. (Lectures, Vol. 1, pp. 172 ff. and Appendix 
2 (B).) He always assumed that the condition of maximum average return is sufficient to 
determine the method of production adopted by the firm. 

3 The opposite case of rising marginal efficiency curves to the individual firm can, I 
think, be ignored altogether: since even if there are increasing (physical) returns to scale, 
value returns, in the neighbourhood of equilibrium, are unlikely to be increasing. 

4 Under the term “‘ factors”? we do mot include, of course, loanable funds. 
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in the one case, and they are all horizontal in the other.? 
But in the case where they are falling they do not all fall 
equally fast. For the more capitalistic a particular method 
is, the greater is the amount of capital required per unit 
of output and per unit of annual input, hence the less is 
the rate at which its marginal efficiency is falling with an 
increase in investment. (In Fig. 1, therefore, the curve 
D; can be regarded as the one corresponding to the most 
capitalistic method, and D, to the least capitalistic.) A 
method therefore which gives the highest average rate of 
return for a small amount of capital invested may yet be 
inferior, if, under given conditions of capital-supply, it gives 
a smaller aggregate of profits than another method. 

The supply curves of investible funds, on the other hand, 
will be rising if the firm’s own capital is limited and its 
ability to borrow in the market is limited, or if the entre- 
preneur’s willingness to invest his own funds (or borrowed 
funds) in his own enterprise declines with an increase in 
the investment (in other words if his own marginal risk 
premium is rising*). In so far as the limitation is due to 
the first two causes and not the third, the increase in supply 
price will be discontinuous, rather than continuous, and 
the curve can be horizontal over a certain range. 

It is possible therefore that either the family of marginal 
efficiency curves or the schedule of the marginal cost of 
borrowing should be horizontal; but since the firm’s scale 
of operations must be limited by something, they cannot 
both be infinitely clastic at the same time.* And the answer 
to our question: what determines the optimum degree of 
capital intensity depends on which of these curves is hori- 
zontal, or more nearly horizontal. 

This is best shown by considering certain limiting cases. 


1 Horizontal marginal efficiency curves to the firm need not imply that the marginal- 
efficiency schedule to the system as a whole is horizontal. The latter can be falling because 
for the system as a whole, though not for the firm, the prices of newly produced capital 
goods are a rising function of the scale of investment. 

2 This proposition will only necessarily hold for linear demand and supply functions. The 
slopes of the marginal efficiency-curves are determined by the slopes of the marginal revenuc 
curve for the product and the marginal cost curves for the factors and the faster marginal 
revenue falls (and/or marginal cost rises) with an increase in investment, the faster will the 
marginal efficiency curve descend. In practice, only the case of a falling demand curve for 
the firm’s product is important; the case of rising supply curves of labour or raw materials 
(monopsony) is less frequent. 

3 Cp. Kalecki, “‘ The Principle of Increasing Marginal Risk,” Economica, November, 1937. 

4 This problem, curiously enough, never troubled Wicksell. He was content to say that 
the entrepreneur will maximise the rate of profit on the investment ; but he did not consider 
what determines in this case the scale of his investment. He must have assumed that each 
entrepreneur invests his own funds and does not (or cannot) borrow from others. 
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(1) If we take the case considered by Wicksell, i.e., perfect 
competition in all markets with the exception of the 
capital market, where the marginal 

ov _,, efficiency curves are horizontal and 
,, the supply curve of capital is 

» ‘rising (Fig. 2), the optimum 
degree of capital intensity depends 
on the relation of output prices 
to input prices’: or, as we might 
say (on the simplifying assumption 
____ that output consists of consump- 
Amount of Capital Invested. tion b00ds and input of labour), 
bic. on “real wages”.* For a rise 

in real wages (i.e. a fall in 

output prices relative to input prices) will reduce the rate 
of return (i.e. the marginal efficiency) on the less capitalistic 
methods by more than on the more capitalistic methods ; 
hence, after the rise in real wages the method with the highest 
rate of return will be one with a higher degree of capital inten- 
sity than before.* (This follows from the simple propositions 
that (a) in order that profits should be maximised, the rate 
of real wages must be equal to the marginal productivity 
of currently employed labour; (4) a rise in the marginal 
productivity of current labour must involve an increase in 
the proportion of embodied labour to current labour, i.e. 
of initial cost to annual cost, per unit of output.) Given 
the supply schedule of capital, the rise in real wages will 
also reduce the scale of investment (and hence the scale of 
planned output still more). A fall in real wages will reduce 
the degree of capital intensity and increase the scale of 
investment (and hence will augment the scale of planned 
output still more). Given the level of real wages, a shift 
in the supply curve of capital to the right (which can be due 


Marginal Returns per cent. 


1 Or more precisely : on the relation of expected output prices and expected input prices. 
We assume however, here and in the following, that entrepreneurs’ price-expectations arc 
governed by ruling prices. 

2 By the term “ real wages’ we mean, here and subsequently, wages in terms of the firm’s 
own product. {tis thus rnerely a convenient shorthand expression for the relation between 
the prices of the firm’s product(s) and factor(s) and is not necessarily the same—in so far as 
firms are producing other than wage-goods—as real wages in the ordinary sense. 

3 Cf. Wicksell, op. cit., pp. 173-179, 278-279. The proposition only holds if we assume that 
future, as well as current, factor-prices rise in terms of the product. A rise in current 
factor-prices (relative to expected product-prices) which does not carry with it a similar rise 
in factor prices in the future (e.g., a rise in the construction cost of new equipment which 
is expected to be temporary, and -bence does not affect expected amortisation-costs) will 
reduce the rate of return, but it will leave the relative profitability of different methods 
unattected. 
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either to a reduction in the market rate of interest or to 
an increased willingness to bear risks) will lead to an increase 
in the scale of investment and hence an increase in planned 
output (until the marginal cost of borrowing, in the new 
equilibrium, is the same as it was before), but it will leave 
the degree of capital intensity adopted unaffected. In this 
case, therefore, the rate of interest (i.e. the supply schedule 
of capital) merely affects the scale of investment, while 
“real wages ” (i.e. the relation of product prices to factor 
prices) determine the method adopted. 
(z) If we take the opposite limiting case of imperfect 
competition in the product market and perfect competition 
in the capital market, where the 
marginal-efficiency curves are 
falling and the supply curve 
of capital is infinitely elastic 
(Fig. 3), the method of production 
adopted depends entirely on the 
rate of interest (i.e. the rate 
at which the firm can borrow), 
While the relation of output 
prices to input prices (i.e. of 
the demand curve for the pro- 
duct relatively to the supply 
prices of the factors) merely affects the scale of investment. 
It still remains true in this case that a shift in the demand 
curve for the product, relative to the prices of factors, 
will affect the relative profitability of different methods, 
for any given amount of capital invested. But if the supply 
curve of capital is horizontal, this is irrelevant: for such a 
shift cannot affect the order, with respect to size, of the 
areas enclosed by the marginal-efficiency curves and a 
horizontal line! ; it cannot lead to a change in- the method 
which yields maximum aggregate profits. Hence a fall in 
real wages will increase the scale of investment (until marginal 


Marginai Returns per cent. 


Amount of Capital Invested 


ns oie 


1 In the above Fig. 3 a fall in the demand curve for the product would shift the D-curves 
to the left, and change their relative slopes at the same time in such a way that (1) the 
point where the Dy-curve (corresponding to the least capitalistic method) cuts the ordinate 
is reduced proportionately more than the corresponding point on the D» curve and this in turn 
more than the corresponding point on the D3 curve; (ii) the point where the D curve cuts 
the abscissa is reduced proportionately Jess than the corresponding point on the Dg curve, 
and so on. ‘These two tendencies offset each other’s effect so that the order of the areas with 
respect to size (though not their numerical relation) enclosed by the D-curves and the abscissa 
(or any other line parallel to the abscissa) remains the same. Inthe case where the D-curves are 
horizontal, they only cut the abscissa at infinity, so that only the first tendency will be 


operative but not the second, 
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real wages! in the new equilibrium are the same as before), 
but it will leave the method of production adopted un- 
affected. A fall in the rate of interest, on the other hand, 
will lead to an expansion of the scale and an increase in 
capital intensity.’ . 

These two cases are therefore exact counterparts of each 
other. In both cases both a fall in the rate of interest 
(i.e. a shift in the supply curve to the right, or, in the case 
of infinitely elastic supply, a fall in supply price), and a 
reduction in “ real wages ” (i.e. a shift in the demand curve 
for the product to the right, or, in the case of infinitely 
elastic demand, a rise in the product price) will involve an 
expansion of the scale of investment and of the scale of 
planned output, and vice versa. But the degree of capital 
intensity depends in the one case on the level of real wages 
alone, and in the other on the rate of interest alone. 

These conclusions can also be reached in the following 
way. Ina state of equilibrium the marginal cost of borrow- 
ing must be equal both to the marginal efficiency of capital 
and the marginal productivity of “ capital intensification ”’.* 
This latter marginal productivity is invariant with respect 
to the level of real wages ; since any change in real wages 
—provided it affects the cost of “‘ embodied labour”? and 
“current labour” equally—must affect the numerator and 
the denominator of this expression in an equal manner.' 
On the other hand, the marginal cost of borrowing, in 
equilibrium, must also be equal to the marginal efficiency 


! The term ** marginal real wages’ is used here to denote the ratio between the marginal 
revenue of output and the price of input. 

? It was pointed out to me by Mr. W. M. Allen that in the case of imperfect competition 
in the factor markets, the optimum degree of capital intensity will, in addition, also depend 
on the elasticity of supply of factors. 

* The “marginal productivity of capital intensification” (which corresponds to Jevons’ 
concept of the ‘‘ marginal productivity of waiting’’) should be defined as the ratio between 
the increase in profits (per annum) and the increase in the amount invested, when the scale 
of planned output is assumed to be given. The marginal efficiency of capital, on the other 
hand, is the ratio between the increase in profits (per annum) and the increase in the amount 
of capital invested, when the method of production adopted (the degree of capital intensity) 
is assumed to be given. 

* Let the output of a certain commodity x be #(C, a) where Cis the “ initial cost”? and a 


Ox 


oC 
Ox 

Oa 
Any change in prices which affects C and a equally will leave the term unchanged. (I 
am indebted on this point to a correspondence with Mr. R. F. Harrod and to certain 
discussions with Mr. E. Rothbarth.) ‘The proposition also assumes that the elasticity of 
supply of factors, to the individual firm, is infinite and that the value of existing 
capital goods is not lower than the ‘supply-price of newly produced capital goods (of the 
same technical capacity). On this latter point cf. note 2, p. 59 below. 


the ‘annual cost’’ of x, the marginal productivity of capital intensification will be 
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of capital and a given value of the marginal efficiency will 
be uniquely associated with a given level of marginal real 
wages. Hence given either the marginal cost of borrowing 
or the level of marginal real wages, at the position of 
equilibrium, the optimum method of production is also 
determined. (In other words, equilibrium requires that the 
marginal cost of borrowing and marginal real wages should 
stand in a certain relation to each other.) But if the marginal 
efficiency curves are horizontal (i.e. real wages are inde- 
pendent of the scale of planned output) the scale of invest- 
ment will be pushed to the point where the marginal cost 
of borrowing conforms to the standard set by the marginal 
efficiency of capital (on the method of production whose 
marginal efficiency is highest), that is to say, to the standard 
set by the level of real wages; while’ if the marginal cost 
of borrowing is constant, the scale of planned output will 
be pushed to the point where the marginal efficiency of 
capital (and hence marginal real wages) conforms to the 
standard set by the cost of borrowing. 

The “typical firm” in the real world is probably one 
whose marginal efficiency curves are falling, and whose 
supply curve for investible funds is rising. Hence the 
degree of capital intensity will be affected both by changes 
in the rate of interest (or the facility for borrowing) and 
changes in the expected price-relationships. But which of 
these two factors will have the predominant influence will 
depend on the relative elasticities of the curves. If the 
marginal supply curve of capital is elastic, relatively to the 
marginal efficiency curves, the influence of the rate of interest 
will be dominant, and vice versa. This is merely another 
way of saying that the answer to our question ultimately 
depends on the nature of the forces which limit the scale 
of investment of the representative firm. If this scale is 
limited chiefly by the limitation of the firm’s output-market, 
by the amount the firm expects to be able to sell, the rate 
of interest will be the important factor; if it is limited 
chiefly by the scarcity of funds at its disposal, the main 
influence will be the level of prices, relatively to wages.” 
And it must not be forgotten that the “ limitations in the 


1 This will be strictly true only if constant returns to scale are assumed. The complica- 


tions arising out of increasing returns to scale cannot be gone into here. 
2 In practice this implies that the rate of interest will be the more important factor for 
the large monopolistic concern; and the level of real wages for the small and medium-sized 


business. 


bar ECONOMICA [FEBRUARY 


size of funds” can be due not only to inability to borrow 
but also to increasing unwillingness to take risks on the part 
of the entrepreneur himself. 

Moreover, the less is the influence of either factor on the 
method of production adopted, the greater will be its 
influence upon the scale of investment, and w1ce versa. 
(This should be obvious merely from considering the 
diagram.) Hence if a change in the rate of interest, or in 
the willingness and facility of borrowing, leads to a wide 
shift in the scale of investment, this makes it a priorz prob- 
able that the situation is of the Wicksell type, where the 
influence of real wages is dominant; while if a change in 
profit-expectations (a shift in the marginal efficiency curves) 
causes a wide shift in investment, this makes it probable 
that the situation is of the opposite type, where the influence 
of the rate of interest is dominant. 

The assumption on which this analysis is based is that 
the willingness to assume risks varies with the amount of 
capital invested, rather than with the scale of planned 
output.1 If borrowers’ and lenders’ risk varied with the 
size of potential output, rather than the size of capital 
invested, marginal risk should be treated as a deduction 
from the individual marginal efficiency curves, and not as 
an addition to the rate of interest (i.e. the supply price of 
capital), in which case the supply curve is necessarily hori- 
zontal and capital intensity would depend solely upon the 
rate of interest in all cases. 

All this has referred to the determination of what we 
defined as the “ normal” capital intensity of production : 
i.e. the degree of capital intensity chosen on new invest- 
ments. The actual capital intensity of production—i.e. the 
proportion in which labour is combined with already exist- 
ing equipment—depends of course entirely on the relation 
of selling prices (or demand curves) to costs. 


I].—Capira, INTENSITY AND THE TRADE CYCLE 


5. We can now turn to the question of how capital 
intensity varies in the course of the Trade Cycle. The 
Trade Cycle may be regarded as a cyclical variation in the 
scale of current production and in the scale of investment 
undertaken by the representative firm, accompanied by 


1 This assumption appears certainly justified in the case of lenders’ risk; and I think it 
applies, at any rate to a large extent, to borrowers’ risk as well. 
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variations in the prices of finished products in terms of 
wages and in the rate of interest. While all these move- 
ments are, on the whole, positively correlated, the fluctuations 
in the scale of investment are greater than the fluctuations 
in current output? ; while the variations in real wages are 
normally greater than the variations in the rate of interest 
(1.e. of the pure long-term rate, as measured by the yield 
of gilt-edged securities). Without entering now into the 
causes of these cyclical variations, we can apply the pre- 
ceding analysis to these facts. 

(a) Since prices rise relatively to wages during the boom, 
and fall during the depression, the actual capital intensity 
of production (as above defined), both in the consumption 
goods industries and in the investment goods industries, 
must fall during the upswing and rise during the downswing. 
This, in fact, is no more than an elaborate way of saying 
that the volume of current production fluctuates. For in 
the short period, when equipment is largely given, pro- 
ducers can only increase the rate of production by increasing 
the rate of employment of labour relatively to equipment 
and can only decrease production by doing the opposite.? 

(6) It is much more interesting to inquire, however, what 
happens to the normal capital intensity, i.e. in what way 
does the character of newly constructed capital vary as 
between boom periods and depression periods? The same 
relation appears to hold here also, although this cannot be 
established with the same certainty. 

(2) The fact that profits per unit of output are rela- 
tively large (i.e. real wages relatively low) and the rate 
of interest is higher, at the same time as the scale of invest- 
ment is large, should lead one to expect that the capital 
intensity of investment varies inversely with the scale 
of investment, i.e. that it is less in boom periods than 
in depression periods. For, as we have seen, the fall 


1 For any particular firm, “ current production” and “ current investment ’’ can be sharply 
demarcated from one another. ‘This does not exclude, of course, that the “ current production ” 
of one firm—in so far as it consists of the production of investment goods—should be the 
“investment” of some other firm. Nor is it excluded that for some firms—e.g., the firms 
in the investment good industries—the variations in production activity should be larger 
than the variations uf (their own) investment activity. But since the level of investment 
in general fluctuates more than the level of production in general, this cannot be true of the 
representative firm. Bae ; oh : 

2 It might be objected that since the variability of technical coefficients is small, the increase 
in production proceeds by bringing into use equipment previously idle, rather than by employing 
more labour with the same equipment. We ought, however, to regard as the “‘ given equipment ‘ 
the whole of the equipment at the entrepreneur’s disposal and not only that part of it which 


is, at any time, actually in operation. 
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in real wages will stimulate the adoption of less capitalistic 
methods, unless the schedule of the marginal cost of 
borrowing, to’ the firm, is horizontal; the rise in the rate 
of interest should have the same effect unless the marginal 
efficiency curves are horizontal. Hence both these factors 
together should ensure this result irrespective of whether 
the typical firm in the real world is more akin to firms 
of the Wickselltype, or the opposite type. At the same 
time, the fact that the variations in the rate of interest 
are relatively small leads one to expect that changes in 
capital intensity will be more important if firms are 
nearer the Wicksell-type; while the fact that a change 
in profit-expectations leads to a Jarge shift in the scale 
of investment makes it more probable that the typical 
firm is of the opposite type. Hence the changes in capital 
intensity are not likely to be large. 

(11) There is, however, a third factor which works in 
the opposite direction. This is the fact that people feel 
more confident during the boom than during the depres- 
sion. Thus the necessary reward for lenders’ and 
borrowers’ risk, for any given quantity of capital invested, 
is less; the excess of the marginal cost of borrowing 
over the market rate of interest, for a given level of 
investment, is smaller. The supply schedule of capital 
to the firm is also more elastic. 

If this factor occurred in isolation; if, in other words, 
the rise in investment during the boom were to be explained 
entirely by the increase in confidence (or the increased 
willingness to bear risks—which comes to the same thing?) 
and not by the rise in profit-expectations, capital intensity 
would increase with an increase in the scale of investment 
(unless the marginal efficiency curves were horizontal). 

But this is not the case. Though it is not easy to obtain 
empirical evidence on this matter, it appears more probable 
that the main factor responsible for the large increase in 


1 Hence the importance of not treating the degree of uncertainty (i.e., the extent of the 
dispersion around the mean value of expectations) as a simple deduction from the expected 
profit. Increased profit expectations tend to reduce the capital intensity of investment, 
Le., to enlarge the production capacity created by a given investment. Increased confidence 
in expectations, on the other hand, has the opposite effect ; it will lead producers to enlarge 
the amount invested for the creation of a yiven productive capacity. 

* Analytically, one could distinguish between changes in the degree of uncertainty felt 
and changes in the attitude towards uncertainty, i.e., in the risk premium demanded at a 
given degree of uncertainty. But since both are purely subjective and both lead to the same 
behaviour, there is neither any need for the distinction nor any possibility of separating the 
occurrence of the one from the other, 
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investment in the upward phase of the cycle is the rise in 
profit-expectations, while the increase in confidence is more 
likely to play the rdle not so much of reducing marginal 
risk as of moderating its rise—associated with an increase 
in the scale of investment—and thus making possible a 
greater increase in the rate of investment than would other- 
wise have occuired.! 

If, on the other hand, the influence of changes in con-. 
fidence were regarded as primary, and the influence of 
changes in expected profit as secondary (i.e. the greater 
investment activity were chiefly ascribed to a shift in the 
supply curve, and only to a minor extent to a shift in 
marginal efficiency curves), this would imply that the typical 
firm is nearer the Wicksell-type—otherwise a shift in the 
supply curve would not lead to a large increase in invest- 
ment—in which case real wages will exert a significant 
influence on capital intensity. Thus if we ascribe the 
increase in the level of investment to the rise in profit- 
expectations, capital intensity will tend to fall owing to 
the increased marginal risk premium which accompanies 
the increase in the rate of investment and the rise in the 
interest rate which is associated with the higher level of 
incomes; if we ascribe it to an increased propensity for 
risk-taking, it will tend to fall, owing to the fall in real wages 
which accompanies the increased level of activity in the 
consumption industries.2 But, for reasons analysed above, 
the effect in either case is not likely to be very large. 

(1121) We have ignored so far the existence of technical 
progress, i.e. of the invention of new methods of pro- 
duction. New inventions may be regarded as raising the 
marginal efficiency curves to the industries where they 
occur (or, rather, to the firms to whom they are available).* 
But they need not raise the different individual marginal 
efficiency curves (corresponding to different degrees of 
capital intensity) in the same way. If they are “ capital- 
saving”? they will raise more the marginal efficiency 
curves of the less capitalistic methods of production ; 


1 J.e., of fattening out the supply curve, rather than lowering it. Moreover, the fluctuations 
in the willingness to bear risks are probably not wholly positively correlated with investment. 
Confidence is likely to diminish in the later stages of the boom and revive in the late stages 
of the depression. 

2 It is only if both factors are similarly important and the one is slightly more important 
than the other (i.e., the supply curve shifts rather more than the marginal efficiency curves) 
that the net effect might go in the opposite direction. 

3 Which does not exclude, of course, that they may lower, at the same time, the marginal 
efficiency curves to other firms (or industries). 
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if they are “labour-saving”’ they will raise more the 
marginal efficiency curves of the more capitalistic 
methods.! It is sometimes suggested? that while capital 
saving inventions do occur, the majority of inventions 
is more likely to be labour-saving than capital-saving. If 
this is so, then technical progress has the effect of creating 
a secular (or trend) increase in the capital intensity of 
production, on which the fluctuations of capital intensity 
during the cycle are superimposed. The effect is thus 
analogous to that of a secular tendency of the rate of 
interest to fall. It implies that the capital intensity of 
the representative investment in a particular boom will 
be higher than that of the previous boom. It may even 
imply—if the rate of invention is very fast—that it will 
be actually higher than that of the preceding depression. 
But it does not imply that the tendency towards cyclical 
variation is thereby superseded, any more than a secular 
tendency for the rate of interest to fall would, for that 
reason, eliminate its tendency to fluctuate during the cycle.® 
We may conclude therefore that the capital intensity 
of new investment, in the course of the trade cycle, is likely 
to vary less than the capital intensity of actual production ; 
but, so far as it varies, it is likely to vary inversely with 
the level of investment. Hence the proposition underlying 
the Austrian theory of the trade cycle—that the boom is 
characterised by the adoption of more capitalistic methods 
of production, and the depression by a return to less 
capitalistic methods—ought rather to be reversed.4 


1 Both types of inventions are likely to save both labour and capital, per unit of output. 
They are defined as labour or capital-saving according as the marginal productivity of either 
factor is increased more than that of the other. 

2 Cf. Hicks, Theory of Wages, pp. 125-126. 

3 It is often said that the introduction of new processes is confined to certain periods ; 
some economists suggest that they occur in boom-periods, others that they occur in depression 
periods. There is little foundation for either view; but it can easily be seen how they are 
reached. The fact that there is a great deal of new investment during the boom might 
easily give the impression to the superficial observer that it is a period of rapid technical 
progress ; while the fact that such investments as are undertaken in the depression are likely 
to be more “ capital-intensive ” might give a similar impression to observers who are less 
superficial. There is, in fact, little evidence to show that newly constructed capital embodies 
more newly-invented features in one period than in another. 

“ Professor Hayek was led to his conclusion by considering the variations, in the course 
of the cycle, of the relative demand for producers’ goods and consumers’ goods. This, 
however, is a false analogy from comparative statics. It is only as between different 
stationary states that this ratio gives any sort of index to the degree of roundaboutness 
of production. (Even there it is not a wholly reliable index, for capital intensity and the 
relative demand for producers’ goods might change in opposite directions if the change in 
capital intensity takes the form of an increased durability of goods.) Outside the confines 
of stationary states, the variations of this ratio merely indicate variations in the level of 
savings and investments relatively to total income. ‘They give an index to changes in the 
scale of investment, but mot to changes in the character of investment. 
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6. We may now turn to examine the réle of capital 
intensity in the causation of the Trade Cycle. As we have 
seen above! the growth of available productive capacity, 
consequent upon investment, depends on the degree of 
capital intensity adopted. The larger capital intensity, the 
smaller the increase in potential output created by a given 
volume of investment. Hence if the capital intensity of 
investments falls during a boom period and rises during a 
depression period, this implies that newly created productive 
capacity increases faster than the rate of investment during 
the boom, and falls faster than the rate of investment during 
depression (at any rate, after a certain initial lag, depending 
upon the construction period of the equipment goods). If 
investment activity doubles, the rate of increase of available 
equipment will more than double. 

But this high rate of increase in productive capacity, 
consequent upon the fazlure of capital intensity to expand, 
must in itself bring the high rate of investment activity, 
and thus the boom, to an end, for two reasons: the one, 
for want of a better name, may be termed “ economic ”’, the 
other is purely technical in character. 

The first reason is that the money demand for consump- 
tion goods may, after a time, fail to expand part passu with 
the capacity to produce consumption goods. This is merely 
another way of saying that as real income increases the desire 
to save increases; and in order to maintain full employ- 
ment (of equipment) in the consumption goods industries, 
the level of investment activity would have to increase. 
Hence the less is the increase in capital intensity, the greater 
is the rate of increase in available real income, associated 
with a given level of investment activity, and the greater, 
therefore, the rate of increase in investment activity would 
have to be in order to enable consumption demand to 
expand at the same rate at which the capacity to create 
consumption goods expands. The appearance of unused 
capacity in the consumption good industries, on the other 
hand, must sooner or later bring about a collapse of the 
existing demand for investment goods. Thus investment 
activity has to increase in order to prevent a reduction of 
investment activity; and the force of this paradoxical 
situation will be all the greater the Jess is the degree of 
capital intensity of new investments. 


1 CE § 35 Pe 45- 
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But even if we assume that this force is inoperative (either 
because the growth in the rate of investment keeps pace 
with the growth in savings or because Government policy 
succeeds in offsetting the increased desire to save by stimu- 
lating consumption) investment activity could not proceed 
beyond a certain point unless capital intensity is increased. 
For quite apart from any insufficiency in the demand for 
consumption goods, sooner or later excess capacity of equip- 
ment must emerge on account of the scarcity of labour. In 
the early stages of the boom, there are generally reserves 
of unemployed labour available (both in the consumption 
good industries and the investment good industries) even 
if the existing capacity of equipment is fairly well utilised. 
Hence newly created equipment can be brought into pro- 
duction by drawing upon unemployed labour. But since 
with a high rate of investment equipment would certainly 
increase faster than the available labour supply (through 
an increase in population, immigration, etc.), sooner or 
later there would be more ‘‘ machines” than “ men”’; 
and some of the machines would have to remain idle. Given 
the character of equipment, there must come a point beyond 
which the creation of further equipment can add nothing 
to output! ; while equipment would begin to be under- 
employed even before this point is reached.? 

If the forces of competition acted smoothly, the emergence 
of excess capacity in equipment would involve a rise in 
real wages (a fall in profits, per unit’ of output)? which in 
turn would lead to the introduction of more capital intensive 
equipment (or, rather, the replacement of existing equip- 
ment with more labour-saving equipment) provided the 
supply-price of capital fell in the same proportion as real 
profits. (The adoption of more roundabout processes, in 


1 How soon this point is reached depends, of course, also on the extent to which equipment 
can be substituted for labour in production. Under conditions of modern technique, the 
variability of coefficients is highly limited if the zype of equipment is given. 

2 This is not to suggest that scarcity of labour is the effective force which brings a boom- 
period normally to an end. But it is suggested that this would bring booms to an end, if 
they were not brought to an end already at an earlier stage, on account of the insufficiency 
of consumers’ demand or a restriction of credit. (This question is further treated in another 
article by the present writer on “Stability and Full Employment,” Economic Fournal, 
December, 1938.) 

3 Under conditions of perfect competition and fixed technical co-efficients, real profits would 
fall to zero (wages would absorb the whole product) and would remain zero so long as the 
state of excess capacity prevailed. [or this implies constant marginal costs, where the 
marginal product of labour is equal to its average product. But in so far as distribution is 
determined by the degree of monopoly, rather than marginal productivity, profits per unit 
of output need not necessarily fall. (See Kalecki, ‘‘The Determinants of Distribution of 
the National Income,’”’ Econometrica, April, 1938.) 
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turn, would to some extent reduce real wages and restore 
profits.1) There are several reasons, however, why in the 
real world this sequence of events cannot take place—at 
any rate not without a temporary interruption of investment 
activity. In the first place, on account of imperfect com- 
petition, the fall in the marginal rate of profit need not 
involve a similar fall in average profits. In the second place, 
the emergence of excess capacity will discourage investment 
not only on the methods actually adopted, but also on the 
more capitalistic methods; so that the adoption of these 
methods will now require a much greater reduction in the 
rate of interest than it would have required before.? In 


1 In fact, this is how Wicksell envisages, in the ‘ Analysis of Akermans’ Problem,’’ the 
adoption of more “ roundabout” methods as a result of capital accumulation. Cf. Lectures, 
Vol. I, p. 288 :—‘‘ When capital first increases and there is a consequent disturbance of 
equilibrium, capital will also—or rether exclusively—grow in breadth, since in the beginning 
the additional number of new capital-goods will be of the same type as those already in 
use. If, on the other hand, the amount of labour invested per moment of time is temporarily 
increased and the amount of free labour diminished there will be a rise in wages and a fall 
in the value of the use of capital [goods|. more or less in this sequence. Further... . the 
new capital goods now produced will be manufactured to last longer, as this method of 
investment has become most profitable. But when equilibrium is reached once more the 
amount of free labour and of labour engaged in replacing capital resume their former propor- 
tions (at the same time the labourers lose par? of. but not all, their recent increase in wages and 
the capital goods regain part of, but not all. the value they have just lost).’’ (Italics not in the 
original. Wicksell assumed here (i) a stationary equilibrium to start with; (ii) free trans- 
ferability of labour between the consumption good and the investment good industries 
[i-e., between “free”? and ‘“‘invested’”’ labour]; (iii) perfect competition, the absence of 
money except as a “ numéraire,”’ and—implicitly rather than explicitly—that the market- 
rate of interest is always immediately adjusted to any change in the level of profits. The 
last conclusion—that the distribution of labour between the two industries will actually 
regain its former proportion in the new stationary cquilibrium—was due to the fact that 
Wicksell assumed that the increase in capital intensity takes exclusively the form of greater 
durability, and not of greater automatism, of equipment and that he took a particular function 
for the extension of durability.) 

I have quoted this passage in full because I belicve—thongh neither Wicksell nor his readers 
seem to have realised it—that it provides a basis tor an endogeneous theory of the Trade 
Cycle. If it is true, what seems to follow from Wicksell’s analysis here, that it is in the 
nature of the process of capital-accumulation itself, that as a consequence of a given amount 
of additional capital created, the immediate reduction of profits should be greater than their 
ultimate reduction (because in the beginning, capital intensity remains the same as before 
and will only be increased afterwards), the Trade Cycle itself appears as a direct consequence 
of capital accumulation. For it shows that ‘‘ that cyclical change in the marginal efficiency 
of capital”? which Mr. Keynes regards as the essence of the Trade Cycle (Geweral Theory, 
Pp- 313) is inherent in the mechanism of accumulation itself. (As we shall see in §7 below, 
Wicksell’s conclusions need to be modified in certain respects. But the fundamental idea 
that fluctuations in the level of profits result from capital accumulation remains unaffected.) 

2 Because, while the excess capacity lasts. the marginal efficiency of investment on the 
more capitalistic methods will be confined to the additional profits that can be earned— 
with the aid of these methods—per unit of output. This could, perhaps, be made clearer 
in the following way. Entrepreneurs in choosing between, say, two different types of equip- 
ment, one of which is superior, and hence more costly, than the other, will choose the superior 
equipment if the additional profits earned on it more than cover the interest charges on the 
additional cost of the superior equipment. When, however, equipment of the inferior type 
already exists in superabundance, the inducement necessary to install the superior equipment 
is that the additional profits earned on it should more than cover the interest charges on the 
hole cost of the superior equipment. (Hence the existence of a superfluous amount of capital 
goods of the less capital-intensive type by itself reduces the marginal productivity of capital 
ntensification.) 


i 


60 ECONOMICA (FEBRUARY 


the third place, the rate of interest, for well-known reasons, 
cannot suddenly be reduced and would normally only fall 
gradually after investment activity and the level of money 
incomes have fallen. And lastly, the appearance of excess 
capacity must imply that some of the expected profits on 
investments undertaken in the recent past were not realised, 
which in turn is likely to shake the investors’ confidence. 
This diminution of confidence may for a time more than 
counterbalance the effect of any practicable reduction in 
the rate of interest. For all these reasons, but particularly 
the second and the fourth, once the ‘‘ malinvestments ” 
which were undertaken are uncovered the temporary collapse 
of investment activity will be quite inevitable. If this is 
to be prevented, the misdirection of capital would have to 
be prevented; the rise in real wages and the fall in the 
rate of interest would have to occur at a much earlier 
stages ** 

It appears therefore that in arguing that investments 
undertaken during a boom are doomed to failure because 
they involve the adoption of excessively roundabout methods, 
the Austrian theorists got hold of exactly the wrong end 
of the stick. (But they did get hold of a stick—which is 
not always realised.) It would certainly be more correct 
to say that investments during the boom are doomed to 
failure, or‘that the boom is doomed to a failure, because 
the investments undertaken in a period of monetary expan- 
sion are insufficiently roundabout. For the elimination of 
cyclical variations, i.e. a steady and even rate of capital 
accumulation, certainly cannot be realised unless the degree 
of capital intensity of production is also increased steadily 
and continugusly. Moreover, an excessive rate of increase 
in capital intensity, even were it to occur, need have no 
such disastrous effects as follow from its insufficient increase. 
For all that an excessive increase need imply is the emer- 
gence of temporary technological unemployment in the 
consumption goods industries; and provided this is not 
allowed to have unfavourable repercussions on the general 


1 | said “ the rise in real wages and the fall in the rate of interest ” because the occurrence 
of either might be unavailing in the absence of the other. A rise in real wages, without a 
reduction in interest, will reduce the scale of investment ; while a reduction in interest without 
a rise in real wages (at the stage at which it would be necessary) might lead to hyper-inflation. 

2 Technical inventions (both capital-saving or labour-saving) reduce the amount of labour 
required per unit of output and therefore alleviate the tendency to excess capacity on account 
nf the second cause. But they enlarge the productive capacity created by a given investment 
(of a given capital intensity) and hence tend to aggravate it on account of the first cause. 
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demand for consumption goods, it will not block the way 
to the continuance of investment activity and thus to the 
gradual disappearance of this unemployment.! 

In a recent book? Mr. Hawtrey has shown himself aware 
of the fact that investment during the boom need not involve 
the adoption of more capitalistic processes. He. calls such 
investment the “‘ widening process”, as contrasted with 
investment which increases capital intensity, which he calls 

ce S . 

the “deepening process”.? But he does not attribute 
much importance to the misdirection of capital in the 
widening process. He appears to think that the necessary 
switch-over from the widening to the deepening process can 
proceed without difficulty (except, perhaps, at times when 
there is already a large contraction of incomes due to some 
other cause) in a community where there are still unexploited 
technical opportunities left for ‘deepening ”’.4 He seems 
to ignore the fact that (2) the deepening process requires a 
change in price-relations which the mechanism of the boom 
does not provide; (72) the adjustment from the widening 
to the deepening process is many times more difficult once 
the widening process has overreached itself, as it is likely 
to do from either of the two above-mentioned causes. For 
once excess capacity in equipment appears, the incentive to 
undertake further investment might be entirely lacking, 
apart from any difficulties of getting the rate of interest 
reduced. 

7. Finally, we may examine the so-called ‘ doctrine ot 

1 Jf the malinvestment really took the form of an excessive increase in roundaboutness, 
one would expect this to manifest itself by growing unemployment in the later stages ot 
production (in the consumption good industries) which is certainly not a usual phenomenon. 

2 Capital and Employment, esp. Chs. III and lV. 

3 Pp. 36, 184, 185. Mr. Hawtrey appears to think, however, that the widening and 
deepening processes always go on at the same time; he does not deal with the possibility 
that the widening process can be associated with “ shallowing”’, rather than * deepening.” 
Also, he seems to think that technical inventions necessarily promote deepening, which, as 
we have seen, is not the case. 

4 Ibid., pp. 70, 78-80, 102-104, 126. Cf., e.g., p. 07: “If consumption demand as a 
whole does not grow fast enough to absorb the additional output that means that the capital 
outlay has been directed too much to widening and not enough to deepening. What ts 
missing from consumption demand is seeking investment and only requires an_ intensification 
of deepening to satisfy it. The deepening process may reach its limit but that can only be 
when there is a glut of capital. Even when the cheapening of products fails to elicit additional 
demand, when, in other words, there is a general glut of consumable goods, that does not 
necessarily mean a glut of capital. The deepening process will go on as long as the substitu- 
tion of instruments for labour can realize a saving in cost.” Yet on p. 42 he admits that 
‘in practice . . . even a big drop in the rate of interest may take a long time to induce 
manufacturers to adopt a piece of plant . . . which they have previously neglected on the 
ground that it would not pay ” and on p. 183 that the “interruption of the widening process 


. .. [reacts] . . . unfavourably on the deepening process.” Cf. also my paper, “ Mr. Hawtrey 
on Short and Long Term Investment,” Economica, November, 1938. 
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forced saving ” : that investment created by credit-expansion 
will differ in its effects from investment created by “ volun- 
tary savings”. It is this doctrine, more than any other, 
which is the distinguishing characteristic of the Austrian 
School; and which is responsible for their fundamental 
thesis that the creation of capital by expansion of credit is 
the ultimate cause of cyclical fluctuations. 

In the first place, however, the terms “ voluntary ” and 
“forced ” saving require to be defined, or rather re-defined. 
In a strict sense, there is no such thing as “ forced saving ”, 
as Mr. Keynes and Mr. Hawtrey have shown.' Since the 
level of income is determined at the point where the volume 
of savings forthcoming is equal to whatever is the current 
rate of investment, all savings must be voluntary: for if 
the community desired to save either more or less than it 
did save, total income would be either lower or higher than 
it is. The mere fact that income is what it is is proof that 
people save no more than they are willing to save.’ 

We might, however, distinguish between an increase in 
savings due to an increase in income and increase in savings 
due to an increased propensity to save out of a given income. 
Since the first involves ‘“‘ monetary expansion ”’, and the 
second does not, this distinction corresponds most closely 
to the Austrian meaning of the terms “‘ forced savings ” and 
“voluntary savings” respectively. For under the term 
‘‘ forced savings ” the Austrians meant the creation of new 
capital which was brought about, or at any rate occurred 
part passu with, an expansion of the monetary circulation 
(i.e. an increase in money-incomes) ; while under the term 
“voluntary savings” such creation of new capital which 
occurred part passu with an equivalent reduction in the 
money demand for consumption goods (leaving total money 
incomes constant). 

On the basis of Mr. Keynes’ General Theory “ voluntary 
savings’, in this narrower sense, could not materialise at 
all. For a fall in the demand for consumption goods implies 
a reduction in the marginal efficiency of capital (it implies 


1 Cf. Keynes, General Theory, pp. 79-80 ; Hawtrey, Capital and Employment, pp. 251-263. 

* In any one period. But given the rate of investment, income in a succeeding period 
can be higher than income in the first period, i.e., people may require the inducement of 
a higher income to continue to provide the same amount of savings. Hence one can argue 
that though all savings are “‘ voluntary”’, not all savings are necessarily ‘intentional ” : 
i.e., that people would have saved less (or more) than they did save—say in a given week 
—had they foreseen accurately their income for that week. But unless the process of income 
expansion (or contraction) went on indefinitely, all savings would sooner or later become 
‘“‘intentional”’ as well. 
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higher real wages): and unless the rate of interest fell the 
level of investment would diminish in consequence of an 
increased propensity to save, rather than increase. The 
rate of interest, on the other hand, is governed by liquidity 
preference and the quantity of money and not by the pro- 
pensity to save. ; 

We might assume, however, a monetary policy under 
which the rates of interest are so governed as to keep aggre- 
gate money incomes constant. (For the purposes of this 
argument, we can ignore the question of whether such a 
policy could, in fact, be carried out.) Under this policy, an 
increased desire to save cannot prove abortive: since by 
assumption the monetary authority will reduce the rate of 
interest precisely to the extent necessary to augment the 
demand for investment goods by the amount by which the 
demand for consumption goods has fallen off. (In a sense, 
this requires a double reduction in interest ; partly to offset 
the effect of the fal/ in the schedule of the marginal efficiency 
of capital, partly to secure the required movement along 
the marginal efficiency curves.) On the other hand, an 
increase in profit expectations, with given consumption 
demand (i.e. a rise in the marginal efficiency schedule), 
cannot lead to an increase in investment: since, on the 
assumption that money incomes are held constant, the 
monetary authority will raise the rate of interest precisely 
to that extent as would be necessary to keep the level of 
investment constant. Hence under this policy ‘‘ forced 
savings ” cannot occur. 

It should be obvious from this without further argument 
that “forced saving”? and “ voluntary saving”, as above 
defined, do not create capital goods of the same kind. 
Because “‘ forced saving ”’, in our sense, must be due to a 
tise in profit-expectations which is not offset, or not 
sufficiently offset, by a rise in the rate of interest ; while 
‘“‘ voluntary saving”’ must imply a fall in profit expectations 
which is more than offset by a reduction in the rate of interest. 
In the one case the increase in investment is associated 
with a higher level of consumption and a fall in real wages ; 
in the other with a lower level of consumption and a rise 
in real wages. In the one case the increase in the rate of 
investment is consistent with an unchanged, or even a 
higher, rate of interest; in the other case, it must involve 
a reduction in the rate of interest. Hence a given increment 
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in the rate of investment associated with “ voluntary saving” 
must imply investment of a higher degree of capital intensity 
than the same increment in the rate of investment associated 
with ‘forced saving”.1 The former, as distinct from the 
latter, should always involve the adoption. of more capital- 
intensive methods of production. 

There is a sense therefore in which “forced saving ”’ 
(i.e. credit expansion) involves the misdirection of capital, 
in a way in which “voluntary saving” does not; but it 
does so for a reason that is precisely opposite to that assumed 
by Professor Hayek. It is because forced saving does not 
involve an increase in roundaboutness (and probably involves 
its. decrease) that investment in connection with ‘“ forced 
saving ”’ leads to a situation that “‘ cannot be maintained ”’.? 

This does not mean that a policy of keeping aggregate 
money incomes constant (even if it were possible to carry 
it into effect, which is doubtful) would in itself ensure that 
the capital intensity of new investment increased in the 
required degree and would thereby automatically create 
the conditions under which an even rate of capital accumula- 
tion is possible. For it still remains true that as new capacity 
is installed profits per unit of equipment must fall; and 
unless this is sufficiently anticipated the degree of capital 
intensity adopted will be less, and the fall in profits greater, 
than would have been the case with optimal adjustment.® 
Thus in the absence of perfect foresight there is no mechanism 
to ensure that the character of newly produced instruments, 
at a given rate of aggregate investment, should be so adapted 
as to prevent the emergence of surplus capacity as a result 
of the investment ; and this will be all the more likely to 
occur the higher the rate of total investment. But if our 
propositions regarding “‘ voluntary” and “forced ” saving 
are correct, such malinvestment is likely to be less con- 
siderable when increments in the rate of investment are 
offset by decrements in consumption, than under a policy 
which allows rapid increases in the total level of activity 
to take place. Hence under a system of elastic credit 


1 This proposition remains valid, even if the rise in investment activity in the case of 
‘forced saving”’ is due to an increase in confidence, or to an “inflationary”? reduction in 
the interest rate. For even in this case the effective marginal cost of borrowing, at a given 
rate of investment, will be higher in the absence of a reduction in the demand for consumers’ 
goods, than with such a reduction. 

2 It “‘ cannot be maintained ’’ because it will lead to a (more rapid) exhaustion of invest- 
ment opportunities, and mo‘—as the Austrian School suggests—because it causes excessive 
consumption, i.e., a shortage of “ savings ’’ 

‘Cf. the quotation from Wicksell in tootnote 1, p. 59 above. 
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(i.e. fluctuating money incomes) the cyclical fluctuations 
in capital intensity and the fluctuations in the rate of profits 
are likely to be much more severe than under a system of 
constant incomes, even if the amount of real investment 
over the period is assumed to be the same in the two 
cases.1 It thus appears that certain conclusions of the 
Austrian School, even though not the economic analysis 
on which they were based, contained an important core of 
truth. 


IlJ.—SummMary AND ConcLusIons 


(1) It is suggested that (z) recent emphasis on fluctua- 
tions in total income and employment and (72), the attacks 
on the Austrian theory of capital have led to an undue 
neglect of the réle in trade-cycle theory of changes in 
technical methods of production. 

(2) The unsatisfactory concept of the investment period 
used in the Austrian theory to describe productive methods 
may be replaced by the more exact concept of capital 
intensity defined as the ratio between initial and annual 
cost of producing a given output. 

(3) The degree of capital intensity actually adopted is 
shown to depend predominantly either on the level of real 
wages or on the rate of interest, according to whether 
inelasticity of the supply of capital or imperfection of the 
market for the commodity produced plays a greater part 
in limiting investment. 

(4) Since real wages tend to fall and interest rates to 
rise during the upward phase of the business cycle, the 
probability is that investments undertaken during this 
period will be of less capital intensity than those undertaken 
during the depression. Increased confidence during the 
boom is likely to modify but not countervail this conclusion. 
Technical progress may affect the secular trend of capital 
intensity, but not its cyclical variations. 

(5) But the high level of investment of the boom must 


1 It may be noted that this conclusion regarding the unstable nature of investments 
financed by credit-expansion goes somewhat further than the similar conclusions based upon 
other theories of the trade cycle. Over-investment thevurists were concerned with the danger 
of savings failing to catch up with the growth of investment; while under-consumption 
theorists with the danger of investment lagging behind the increase in savings. Both of these 
troubles could theoretically be mitigated by appropriate action either to stimulate savings or 
consumption. But in the case of an insufficient capital intensity of investment, such as 
our analysis has shown to follow from rapid credit-expansion, no such remedial action is possible ; 
once the wrong kinds of capital goods have been produced, there is no possibility of avoiding 
the fall in profits and the discouragement to further investment from occurring. 
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come to an end unless capital intensity continually increases, 
for two reasons : (1) As real income increases more is saved, 
leading to a deficiency of demand for available output, 
unless the latter is itself reduced by increases in capital 
intensity. (z) Unless additional machines are increasingly 
labour-saving there will sooner or later be a deficiency of 
- labour to work with them and their product (and value) 
will fall, involving unanticipated losses. Real wages will 
tend to rise, which will ultimately correct the disequilibrium, 
but once redundant capacity has arisen a temporary break- 
down of the investment process is inevitable. 

(6) Hence failure of capital intensity to increase, not 
‘its excessive increase (as supposed by the Austrian theory) 
explains the breakdown of the boom. . 

(7) An increase in the scale of investment which is 
associated with an increase in consumption (“‘ forced saving ”’) 
will tend to reduce capital intensity, while an increase in 
the scale of investment which is associated with a reduction 
in consumption will tend to increase it. Hence the former 
is more likely to lead to a breakdown than the latter. 


1939] 


The Equation of Exchange: A 
Suggestion 
By L. M. Fraser 


THE purpose of this paper is to propose a revised form of 
the “‘ equation of exchange ”—a form which (it is claimed) 
combines the advantages of both the Fisher equation and 
the type adopted by the Cambridge school. The main 
difference between these is, of course, that the former deals 
with transactions over a period of time, the latter with 
resources at a moment of time. Fisher’s equation is more 
immediately intelligible but is unable to allow adequately 
for the fact that the quantities it relates may change within 
the period under consideration. The Cambridge equations 
escape this difficulty and are more readily translatable 
into demand and supply terms ; but they are to that extent 
unrealistic and are not readily susceptible of numerical 
expression. 

§ 1. Two preliminary difficulties must be noticed. 

First, there is a troublesome ambiguity as to the “ time 
dimension” of VY, the velocity of circulation of money, 
in Fisher’s equation (MY=PT).1 In his numerical illus- 
trations and also in the Appendix devoted to its elucidation 
he is careful to exhibit it as a “ rate of turnover ”’ (my italics) ; 
ie., it has a time dimension of -I1—as any velocity concept 
should.?, On the other hand in deriving the equation from 
its “matrix”? VY is given a time dimension of o. The 
“‘ matrix” is that in any period of time—say a year—the 
value of the goods exchanged against money is equal to 
the value of the money exchanged against goods. The 
“‘ money ” side is then split up into the quantity of money, 
M, and its “velocity of circulation,” VY—the latter being 
in this context described as “simply the quotient obtained 

1 For the time being M is to be understood as including all circulating media of exchange, 


whether of the form of coins and notes or of “credit” (bank deposits). 
2 Purchasing Power of Money, 1925 ed., pp. 18-20, 352-4. 
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by dividing the total money payments for goods in the 
course of a year by the average amount of money in circula- 
tion.”? If so it is a number, and not a “ rate”: the whole 
equation relates the goods exchanged im a given period of 
time (not per period of time) to the money paid for them. 

It is not necessary for the present purpose—nor for 
Fisher’s—to decide which of these interpretations is correct. 
But we must have separate symbols for the two concepts. 
Let us denote ‘‘ number of times in a period” by V,, and 
“‘ number of times per period ” by V, the relation between 
them being that V, equals VY, multiplied by the period of 
time chosen.? 

A similar ambiguity is of course present in 7, the volume 
of goods sold against money either im a given period of 
time (J,) or per period of time (7,). And the whole equa- 
tion may be written either MV, = PT, or MV, = PT, 
according as we do not or do wish to insert the phrase “ per 
unit of time” on both sides.? The point is purely formal 
so long as we are not concerned with changes in the velocity 
of circulation of money and the turnover of goods within 
the period under consideration. It becomes fundamental 
as soon as we take the possibility of such changes into account 
—as we must when relating an equation of the Fisher type 
to a statement as to the forces determining the value of 
money at a particular moment of time. 

The second preliminary point relates to the Cambridge 
equations. They take two main forms, according as they 
relate the value of money to incomes or to non-monetary 
resources in general. In this paper I am concerned with 
the latter type of equation only. I take it as the first duty 
of monetary theory to explain the value of money, relating 
this to the demand for it and the supply of it. And the first 
and fundamental “ equation of exchange’ must be that 
which exhibits and classifies the forces determining the 
purchasing power of money over (not consumption goods 
but) wealth in general. In such a connection there is no 
difference in status between the world of business and 
industry and that of income and consumption ; the demand 
for money is just as important, the reasons for that demand 

1 Purchasing Power of Money, 1925 ed., p. 17. 

2 Thus, if > is 20 times per year (time dimension —1),and the period chosen is one year, 
then V; is 20 (time dimension 0). 


* In fact Fisher never (so far as Ihave noticed) inserts “ per unit of time” on the goods 
sides of the equation, which wears the appearance of a pure quantity of money value. 
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are just as convincing, and its influence on the value of 
money is just as potent, when those who demand it are 
entrepreneurs, employers, or speculators as when they are 
income receivers and consumers. I therefore ignore the 
distinction—vital as it of course is for the application of 
monetary theory to the analysis of the trade cycle—between 
the income circulation and the industrial and financial 
circulations of money. In what follows the “value of 
money ” relates to its exchange relationships with other 
commodities and services of all kinds. 

For the present purpose I confine myself to two versions 
of the Cambridge type of equation—that of Keynes in the 
Tract and that of Pigou.? 

§2. The equation I propose may be written 


EE St Pe TE Ee es (1) 


where M is the quantity of money units of all kinds in 
existence, v is its velocity of circulation, understood as the 
rate at which it changes hands against non-monetary 
resources per indefinitely small unit of time, P is the general 
price level, R is the community’s total non-monetary 
resources, “ is the rate at which these change hands per 
indefinitely small unit of time, and ¢ is the number of such 
small units of time comprised in a finite period, say a year. 
For the time being I assume that neither M, P, nor R change 
during the period; each can therefore be understood as 
relating either to a moment of time or to the whole year. 

If we adopt the former standpoint—as in the Cambridge 
type of equation—t must be cancelled out on both sides, 
and it is proper to bring w and v together on the right hand 
side of the equation—which thus becomes 


What it now tells _us is that the value of money at any 
moment (as represented by its reciprocal, the price level) 
is determined by 


(a) the quantity of money in existence at that moment ; 
(5) the quantity of non-monetary resources in existence 
at that moment; and 


1 Keynes, Tract on Monetary Reform, p. 77; Pigou, Essays in Applied Economics, pp. 1741. 
—cf. Quarterly Fournal of Economics for November, 1917. On the distinction between the 
“income” and the “transaction” approach to monetary problems see Robertson, Money, 
1928 ed., chap, ii, §§ 5-8 and appendix, 
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(c) the ratio between the velocity of circulation of money 
and the velocity of circulation of non-monetary 
resources. 


Now Slt addition to expressing this last ratio, also repre- 


sents what we may call the “ relative demand for purchasing 
power in monetary form.” It stands for the ratio between 
the total purchasing power of the community’s monetary 
resources, and the total value of the community’s non- 
monetary resources. This follows from the fact that all 
goods are assumed to be exchanged against money: if, 
then, the average velocity of circulation of money is (say) 
ten times that of non-monetary resources, then the total 
value of the money so circulating must be one tenth of the 


a ee 
total value of these resources. An increase in p= must mean 


that the community has raised the proportion of its total 
resources which it holds in monetary form: the relative 
demand for liquid purchasing power has risen—and if both 
the quantity of money and the quantity of non-monetary 
resources remain constant, the price level must fall; i.e. 
a rise in the demand for money has brought about a rise 
in its value. 


It follows that 738 effectively the same as & in the equa- 


tion of exchange proposed by Pigou.1 We must, however, 
premise here that the position considered is one of equilibrium. 


If it is not, then - will not represent the relative demand 


for liquid purchasing power, being larger or smaller than 
that demand according as people are anxious to reduce, or 
to expand, their monetary holdings.? 


When we multiply : by R we get what we may call the 


“absolute demand for purchasing power in monetary form ” 
—the total purchasing power of the community’s stock of 


1 See note 2 on following page. 
2Cf. Economic Thought and Language, Supplementary Note g (p. 382). Since Fisher’s 
equation does not specifically deal in the “‘ demand for money” it does not of itself raise 


the question whether the position is one of equilibrium during the period of time under 
consideration, 
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money units. It is thus the same as k in Keynes’s equation, 
nm =pk;' and so interpreted our equation tells us, as 
does Keynes’s, that (in equilibrium) the quantity of money 
units is equal to the demand for purchasing power in the 
form of money divided by the unit value of money. 


Finally when we multiply R* by P we have the ‘‘ demand 


for money units”: given the (absolute) demand for liquid 
purchasing power, the number of units of money required 
to satisfy that demand depends upon, and varies inversely 
with, the value of each such unit—in other words it varies 
directly with the price level. If, then, we fix our attention 


u ; 
on the product P Re we find our equation coming to rest 


on the safe ground of asserting that in equilibrium the 
supply of money units equals the demand for them. 

There remains the problem of interpreting R. It is in | 
principle the same as R in Pigou’s equation.? As such it 
is not a purely volume concept. We have to imagine a 
unit or standard of value other than the monetary standard 
in terms of which to relate and compare the value of non- 
monetary resources with the value of money. It may be 
based either (with Pigou) upon a particular commodity 
like wheat—in which case R is the “‘ wheat value” of the 
community’s non-monetary resources—or upon money itself 
at a period other than the one under consideration,? or, finally, 
in terms of a purely imaginary scale of value units.‘ This 

1 Monetary Reform, p. 77. Keynes defines m as the number of “ currency notes or other 
forms of cash in circulation with the public” (including the business world); i.e. it is for the 
present purpose identical with M. 

2 Pigou, op. cit. Pigou writes 


Pp FR, 
M 

where M is the quantity of money in circulation, p is its unit value in terms of some com- 
modity such as wheat, and R is the total value of the community’s resources in terms of the 
same commodity. Pigou defines k as “the proportion of (the community’s) resources that 
it chooses to keep in the form of exchange media of all sorts”. ; 

One minor difference between the two versions should be observed. R in Pigou’s version 
stands for total resources, monetary and non-monetary alike, whereas my R excludes monetary 
tesources. Correspondingly his k is the proportion of monetary to total resources, whereas 


(2 : ; 4 ‘ 
~ in my formula is the proportion of monetary to non-monetary resources, and is thus equal 
v 


: u 
not to & but to Pigou’s R xk is of course numerically the same as my R x ae 


I — 
I can see no adequate ground for supposing—what has sometimes been suggested—that 
Pigou’s equation refers simply to income and the income circulation. 
3 This is in fact Fisher’s method: see his Purchasing Power of Money, p. 196, etc, 
4Cf. on the last possibility Economic Thought and Language, pp. 152-4. 
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** standard of value ” is of course a mere piece of scaffolding : 
it eliminates itself as soon as either we take the left hand 
side of the formula as a whole (since P, the expression for 
the value of money, must be: calculated with reference to 
the same standard as R) or we compare the formula at two 
different periods of time and concern ourselves with the 
proportionate intervening change in either R or P. 

This complication is, of course, present in Fisher’s and 
Keynes’s equations as well as in Pigou’s and the one here 
proposed. Fisher’s J and Keynes’s k both of them require, 
if they are to be interpreted independently of the other 
members of their formule, the assumption of a standard 
of value other than money itself—a standard which reappears 
“negatively ” in the figure for the price level, and so dis- 
appears when the right hand side of the equation is taken 
as a whole. It is an advantage of Pigou’s formulation 
that it does not attempt to conceal the need for such a 
standard.!. On the other hand if we are concerned mainly 
or exclusively with comparing different moments (or periods) 
of time it is more natural and intelligible to express the 
value of money indirectly by its reciprocal, the price level. 
The standard of value scaffolding is then simply the base 
and the system of weights in terms of which we compute 
our index numbers. 

§ 3. Let us now turn to the relation between the equation 
here proposed and that of Fisher. We now consider a 
finite period of time t—say a year. And let us suppose to 
start with that the velocities of circulation v and u do not 
change during the year. Then, 

(2) for v t we can write V, as defined above (p. 68 ); 
correspondingly, for ut we can write U,, the 
number of times a representative unit of non- 
monetary resources changes hands during the year, 
Our equation then becomes 

yr PoReG Fey wt seeh vot 4 (3) 

(b) V, is simply v related to a finite instead of to an 
indefinitely small period of time; similarly to u 
there corresponds U,, the rate of turnover of non- 
monetary resources per year (or other reasonably 


1] do not myself feel, therefore, that Pigou’s use of wheat as a standard of value deserves 
the strictures passed upon it by Keynes (Treatise, Vol. I, pp. 232 (foot)-233 (top) ). We can 
of course if we prefer use some other commodity—e.g. labour or a composite ‘“ unit of 
productive resources ”’ (cf. Marschak, ‘‘ Vom Gréssensystem der Geldwirtschaft,” in Archiv 
fiir Soxtalwissenschaft und Sozialpolitik for July, 1933). 
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long period of time). We then have, by sub- 
stituting in formula (2), 


My POR Uychopmalpoads iid, (4) 


In these ways we arrive at equations which are identical 
with the two possible interpretations of the Fisher equation, 
except for the analysis of his J into the components R and U. 
We need not discuss in detail the validity of U ; it depends 
on envisaging R as a fund of wealth which survives through 
time and undergoes all those changes which we call pro- 
duction and consumption without losing its continuous 
identity. Clearly, however, it has some relevance for the 
problem of integration and disintegration. An increase in 
the number of stages involved directly or indirectly in a 
particular productive process will be a force tending to 
raise U (unless the time taken by the process is correspond- 
ingly lengthened), a decrease will tend to lower U (unless 
the time taken is correspondingly shortened). It is an 
advantage of the formula here proposed over Fisher’s that 
it distinguishes such changes from changes in the volume 
of resources (R) due to saving and dissaving, population 
trends, etc. This is not of course to deny that the two 
types of movement may be closely connected. But for 
analytical purposes it is of manifest importance that we 
should draw a clear line between those alterations in 
Fisher’s J which are due to changes in the amount and 
those which are due to changes in the rate of turnover of 
the community’s resources. The latter are as such merely 
organisational in character, whereas the former represent 
the chief measure of economic progress and decline. More- 
over (what is of more immediate importance) changes in R 
are not on the face of it particularly likely to give rise to 
changes in V (transitional disturbances apart), at any rate 
unless they are violent or sudden; whereas changes in U 
may be expected in the ordinary course to be at least to 
some extent accompanied by offsetting changes in V.? 
To the extent that this happens we may say that the velocity 


1See note at the end of this paper. 

2 Thus if a process of organisational disintegration is accompanied by a proportionate decline 
in the average cash balances of the (more numerous) firms concerned, or a process of integration 
by a proportionate rise in average cash balances, then the increase (decrease) in U would be 
exactly cancelled out by an increase (decrease) in VY, so that the relative demand for liquid 
purchasing power—U ///—would remain unaffected. In practice it is presumably unlikely 
that average cash balances will change to the full extent that this would require, but far from 
unlikely that they will experience some change in the appropriate sense; if they do, then a 
change in U will be accompanied by a /ess than proportionate change in U ;}’, It may be added 
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of circulation of money and the velocity of circulation of 
non-monetary resources are moving in sympathy ; and when 
they do this the demand for money remains unaffected. 
From which it follows that however difficult it may be to 
offer a precise interpretation of the concept of velocity of 
circulation as applied to non-monetary resources such a 
concept is essential if we are to bridge the gap between 
equations of exchange of the Fisher type and an adequate 
analysis of the value of money in supply and demand terms. 

It remains to discuss the problem of allowing for changes 
in velocities within the period envisaged by the Fisher 
equation. Suppose that during the year the rates of turn- 
over of resources, both monetary and non-monetary, are 
undergoing more or less continuous modification. Then we 
can no longer treat V, and U, as the products v ¢ and u t 
respectively, unless we are prepared to define v and u so 
as to make them mere averages of averages—the average 
rates of turnover during the year of representative units of 
money and non-monetary resources. If we are to continue 
interpreting these symbols as standing for velocities of 
circulation at a given moment—and we must so treat them 
if the quotient of the first into the second (w/v) is to stand 
for the ‘“‘ relative demand for purchasing power in monetary 
form ”’—then U, and V, are not products but integrals 


: t t & 
—VvizZ. as udt and ie dt (where o and ¢ are the first and 


last moments of time in the period under consideration). 
Correspondingly U, and V, are these integrals divided by 
t.1 What this unhelpful conclusion means is that in a 
changing world figures for velocities of circulation during a 
period of finite length are in fact largely arbitrary; V is 


that in the financial world, where non-monetary resources take the form not of goods and 
services but of claims, increases or decreases in U and V frequently go hand in hand and so 
cancel each other out as forces influencing the value of money. 

For the conclusion that changes in the velocity of circulation of money may, but need not, 
be offset by corresponding changes in the velocity of circulation of goods, cf. Marget’s articles 
on this matter in the Fournal of Political Economy, Vol. XL (1932), pp. 290-313, 477-512. 

1 We can allow for changes in M, P and R in the same way ; and the Fisher type of equation 
then assumes the generalised forms : 


fim v) de=f' (P Ru) dt 


1 


dae ht BR ea 
an ~ {i (Mo) ai ~ f( Ru) dt 


These reduce to formulas (1) and (2) only when M. v, P, K and u can be taken as constant 
for the period o to 4 
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merely the quotient of M into MV and U the quotient 
of PR into PRU, and the Fisher type of equation drifts 
back into a bare assertion of the tautology that the value 
of the goods bought with money during any period is equal 
to the value of the money paid for them. From which it 
appears that if the primary function of the equation of 
exchange is to display and classify the forces determining 
the value of money the better type of equation is that which 
concerns itself with the position at a given moment, rather 
than with totals or averages over a year. 

§4. I have so far said nothing about the problem of 
distinguishing between ordinary (standard or token) money 
and bank deposits or credit money: M has been assumed 
to stand for the total media of exchange of whatever kind 
in circulation. Now the main point of making such a 
distinction (I take it) is to relate the supply of credit money 
to the volume of cash reserves in the banking system— 
i.e. to exhibit the growth of bank money as a way of 
economising the use of cash, and the quantity of deposits 
as bearing a definite relationship to—e.g. being a particular 
multiple of—their cash backing. If so, then I suggest that 
it is not sufficient to write, with Fisher, M’ as the volume 
of bank deposits, with V’ (or alternatively v’) as their 
velocity of circulation. For M”’ is itself a product—viz. of 
the quantity of cash reserves in the banking system and 
that system’s “‘ coefficient of expansion”; in other words 
it is the cash reserves divided by the cash ratio. Writing, 
then, ¢ for the coefficient of expansion and M’ for the 
quantity of cash in the banking system we have 

MV+MevV'=PRU 6 

Meet Mae G- Milucr fb oaabiae ck ioe oe (6) 
Notice that M+ M’ now represents the total cash in 
existence, while M+ M’e represents the total exchange 
media in circulation. It is not difficult to derive from this 
formula the corresponding versions of the Cambridge equa- 
tions, since ¢ is the reciprocal of the symbols employed by 
Pigou and Keynes (/ and r respectively) for the banks’ cash 
reserve ratios. But I forbear to pursue this matter, partly 
because doing so would shed no particular light on the 
forces determining the value of money, partly also because 
I cannot help feeling that the extended versions of Keynes’s 
and Pigou’s equations, by laying stress on the total quantity 
of cash in existence rather than on the total quantity of 
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exchange media in circulation, tend to give the impression 
that reserves in the form of “ cash ” (i.e. coins and notes) 
are what matter in a sound commercial banking structure 
and so encourage the idea that banking deposits are somehow 
an inferior and “substitute” kind of exchange medium. 
This topic, however, lies outside the limits of the present 


paper. 

Note. The concept of the ‘velocity of circulation of goods” has been exhaustively 
analysed by Professor A. W. Marget in two articles in Economica.' The author understands 
“velocity ” in the Fisher sense ; it is in some sense the average number of times goods change 
hands during a reasonably long period of time (or per reasonably long period of time), and 
can thus be described, in the notation of this paper, as the quotient of R into RU or T. Since 
he is not concerned with the difficulties of interpreting J—which he defines as the ‘* physical 
volume of sales” during the period—the question resolves itself into deciding as between 
rival interpretations of R. In the end he concludes in favour of defining R as the “‘ physical 
volume of goods intended for sale.” ‘This view is very different from that suggested in the 
present paper; perhaps I may explain briefly why I find Marget’s interpretation unsatisfactory 
for equational purposes. 

(1) Marget’s definition is designed to draw a sharp contrast between the activities of ‘* middle- 
men’ and those of entrepreneurs. The former resell what they have bought, whereas the 
latter use up what they have bought and sell something different—viz. a product.? Marget 
objects to the type of analysis offered in §3 of this paper on two main grounds: (a) that it 
overlooks the fact that in converting factors ef production into finished products entrepreneurs 
are in general adding to total utility and creating new goods; and (b) that it precludes the 
equation of exchange from distinguishing between technological changes and changes in 
marketing practice.* But: (a) middlemen add to the utility of the goods they handle no 
less than do entrepreneurs—unless we revert to the view that merchants, etc., are “* unpro- 
ductive’’ labourers. If therefore the fact of increased total utility is fatal to treating non- 
monetary resources in the way here proposed it is also fatal to treating goods passing through 
middlemen’s hands in the way proposed by Marget except to the extent that the middlemen’s 
intervention in the economic system is purely wasteful. (b) The distinction between techno- 
logical changes and changes in marketing practice is no doubt of importance in its own right, 
but I cannot see that it is of immediate relevance for an understanding of the demand for and 
value of money. 

(2) Marget holds that the velocity of circulation of goods must be so defined as to include 
two different and (by implication) independent factors: the *‘ number of wniddlemen’s sales "’ 
and the “rate of sale.”* If, however, by the former is meant the number of sales within a 
specified period of time it is not independent of the rate of sale, being in fact the latter multiplied 
by the period of time in question.® If, on the other hand, the former factor means the number 
of sales until the good finally passes from the market it has no necessary connection with velocity 
of circulation at all, since a change in it may be cancelled by a corresponding change in the 
length of time during which the good remains on the market. In either case its claim to be 
an independent constituent of velocity of circulation seems to vanish. 

(3) Marget confines his attention to material goods; capital claims are left out of account 
altogether, while services (e.g. labour) are held not to have a velocity of circulation, and it 
is suggested (first article, p. 449) that they should form a second item alongside of that dealing 
with material goods on the right hand side of the equation. One reason for this view is the 
conviction that (e.g.) the product of labour must be counted as a different item of non-monetary 
resources from the labour itself. Another, perhaps, is the feeling that the ‘* value of money ” 
must be first and foremost its purchasing power over consumption goods rather than over 
resources in general. Neither of these points convinces me. I have already said something 
about the second above (p. 68f.). As regards the first, 1 must content myself with saying that 

Vols. XIL (1932), pp. 431-456; XIII (1933), pp- 275-300. 

* The definition provides, however, for entrepreneurs to be included with middlemen once 
their products are ready, and are lying in their factories or warehouses awaiting sale. 

3 Economica, Vol. XIII, pp. 282, 284. 

4 Tbid., Vol. XII, p. 448; Vol. XIII, pp. 287ff. 

5 In the notation of this paper, “ rate of sale”’ is represented by uw, pertod of time by ¢, and 
““number of sales” by ut or Uj. (Cf. on this point Marget’s own criticism of Bresciani-Turoni’s 
equation in the Fournal of Political Economy, Vol. XL, p. 311.) 
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while I am fully alive to the difficulties in my interpretation of R they do not seem to me to 
be in principle greater as applied to the relation between labour and its products than as applied 
to (e.g.) the relation between long-lived material goods and the services which these yield 
and which are exchanged against money when the goods are hired out or leased. R must. 
include all the non-monetary resources of the community in so far as they either (a) are them- 
selves (or can be) objects of expenditure for those holding money balances, or (5) are capabte 
of yielding such objects in the form of products or services. The community’s labour power 
represents one form of its total resources so understood. 

I adhere to the view, then, that if our primary interest is in the value of money and the equation 
of exchange Uy must stand for the average number of times the community’s total non-monetary 
resources change hands during the period under consideration, whether these resources change 
their physical form or not. Any departure from this position would mean that Uj; /V 
(=u/v) no longer represented the “relative demand for purchasing power in the form of 
money ” in any natural sense of that phrase, and the transition from the Fisher to'the Cambridge 
type of equation would be difficult if not impossible. 


[FEBRUARY 


A Survey of Milk Distribution 
By H. S. Booxer 


Tuis survey of milk distribution was undertaken in part 
of Battersea which appeared typical of many urban areas 
over the country. It is a working class area, and does not 
contain representatives of those professional, higher execu- 
tive and higher administrative positions so characteristic 
of London. 

The whole area divides fairly naturally, but not quite 
abruptly into two sections. One, called the Western Section, 
is classified by the New Survey of London as containing 
skilled workers. The other, the Eastern Section, contains 
unskilled labourers, mostly above the poverty line, though 
sections of some of the streets have a substantial number 
living below Charles Booth’s poverty line. 

The method of procedure was to obtain the milk con- 
sumption for each family in the area instead of the more 
usual method of sampling. The method used here gives 
more information about the problems of milk distribution. 

The area chosen contained nearly 2,000 houses and con- 
siderably more families in eighteen roads with a total length 
of about four-and-a-quarter miles. Information of milk 
consumption was given by eleven and refused by one of 
the chief distributors. Only two of the dairies knew the 
names of their customers, and the supplier had to be checked 
in those houses which contained two or more families. 
After consideration it was decided to take the milk dis- 
tributed in the week ending 21st November, 1936, as being 
a normal week, undisturbed by holidays or festivities, or 
by the influenza epidemic of the following spring. Ninety- 
four per cent. of the milk recorded in the area was distributed 
by the eleven retailers who gave information. The remainder 
had to be obtained by personal enquiry, most of the visits 
for which were made in April and May of 1937, and the 
time gap will introduce minor inaccuracies. In addition it 
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is less accurate to ask members of families for their milk 
consumptions than to extract the figures from the round 


books of dairymen ; most families tend to exaggerate their 
consumption. 


MILK DISTRIBUTION IN PART OF BATTERSEA. 


Section 


Number of Houses 


1952 

Number of Families 25542 

Families per House aoe 
Number df Persons 8,899, 

Persons per Family és 3 3252 
Milk Distributed, pints per week : 

Total en te? ohis 22,095% 

Per Family 8:69 

Per Person : t 2°48 
Number of Dairymen’s Customers 2,699 

Pints per Customer 8-19 
Families not buying Milk 


Proportion not buying Milk .. 


The number of dairymen’s customers exceeds the number 
of families because some 11% of the families buy from more 
than one roundsman, which is greater than the proportion 
which buys no fresh milk at all. 


PURCHASES OF MILK BY FAMILIES 


Number of Families 


Eastern 
Section 


Milk Purchased. 
Pints per Week 


Western 
Section 


The most common consumption is one pint per day in 
the Western Section and half-a-pint per day in the poorer 
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Eastern Section, a factor of great importance when the 
costs of milk. distribution are considered, for one expects 
those costs to depend as much on the number of customers 
as upon the quantity of milk sold. 


PURCHASES OF MILK BY FAMILIES 
Proportion oF FAMILIES IN EACH GROUP 


Percentage of Families 


Western Eastern 
Section Section 
=) 4 3 


Pints per Week 
(Approximate) 


12 


20 34 

24 28 
10¢ 23 14 20 
14 16 7 13 
17% Z 


21 : 
23 and over 


3 


Mie ys 

To show that half the families purchase quite small 
quantities of milk is not to show all the difficulties of the 
retailer. Not only is he troubled by competitors in the 
same road, but also in the same house and family. Thus 
whilst the average purchase per family is 8.69 pints for 
the whole area, the average sale per dairyman is only 8.19 
pints. If families purchasing no milk are excluded, the 
average purchase per family is 9.2 pints. Within this area 
of eighteen streets there are fourteen shops registered with 
the Medical Officer of Health as selling milk. None of the 
roads is a main road. Most of the shops sell the milk in 
cartons, and sell it as a grocer’s, rather than a dairy com- 
modity. Six sell the milk loose, and three of these six 
have considerable rounds in the area. In this area of 
eighteen streets, no street has fewer than four suppliers. 
Twenty-two different distributors are recorded in one road 
of 237 families, whilst another road of only 133 families 
has 16 milkmen. 

A marked feature is that there are most suppliers in 
those roads which enter directly into the main road ; possibly 
suppliers feel it worth while making a call.in the road if 
they pass the end of it. The complete list gives 28 suppliers 
for 2,542 families. There is certainly an enormous waste 
here, but it seems that the waste is paid for more by the 
small supplier than by the ultimate consumer. If 75% 
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of the smaller distributors were abolished there seems no 
reason to suppose that the costs of milk distribution for 
the other 25% would be materially reduced, and less to 
suppose that any small reduction would be passed on to 
the consumer. 

In most roads about 60% of the milk is provided by two 
distributors and 90% by four. Throughout the whole area 
60% of the milk is supplied by two dairies, divided fairly 
evenly between them. None of the other dairies serve so 
generally over the whole area, but specialise on particular 
sections. Because of this territorial specialisation the third 
dairy provides but 12% and the fourth but 6% of the milk 
sold in the whole area. The first dairy is chief supplier 
in twelve roads, the second in four and the third in two. 
Only four dairies ever occupy either of the first two positions 
with regard to sales in any of the eighteen roads. Eleven 
occupy one of the first four positions. 

To limit the number of distributors to a maximum of 
four in any road would cause such a small increase in the 
sales of those four as to have an almost negligible effect 
upon costs. To limit the number to two in this area would 
increase the sales of the two largest distributors by 66% ; 
but one is not convinced that even to give the whole road 
to one distributor would materially reduce the large dis- 
tributor’s costs. With the largest distributor only a small 
portion of the roundsman’s time is taken in covering the 
actual length of road; most is taken in going from door to 
door, in bringing the customer to the door and engaging 
her in conversation. 

In one respect only does it seem probable that giving a 
particular area completely to one milkman would materially 
reduce costs, and that is in preventing people buying from 
two or more distributors. In this area 11% of the families 
bought from two or more distributors; in Oxford Dr. 
Murray found nearly 15% dealt with two dairymen.' This 
seems a complete waste, and probably its abolition would 
reduce distributive costs by 10%, say by at least td. per 
gallon. In Oxford the average weekly purchase was re- 
corded as 13 pints per customer* ; in Battersea it was little 
over eight pints per customer, and two suppliers per family 
meant most often the sale of half-pint bottles instead. of 


1K. A. H. Murray, Milk Consumption, p. 37 (87 out of 587 households). 
2 [bid., p. 37 (662 customers, 8,610 pints). 
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pint ones. It seems a waste from the customer’s point of 
view, too, with an extra visit to the door every day, though 
there might be an advantage in receiving the milk at the 
exact hour one needs it. 

The reasons people buy from two suppliers seem com- 
passionate; they are either loyalty or a desire to “ make 
work ”, Loyalty to an old supplier will prevent a complete 
change from being made, and the family becomes a rela- 
tively. poor customer to two dairymen. In one case the 
householder had been given a free tea by the proprietors 
of a dairy, after which she agreed to get some milk from 
them, which she now does as well as from her old supplier. 
Rarely do people buy from two suppliers for convenience, 
but it is a mixture of convenience and loyalty which makes 
a person continue to get some milk from an old supplier 
after removal to such a distance that he cannot make two 
deliveries per day. In such cases an early morning delivery 
will be obtained elsewhere. 

If the larger dairies make no excessive profits, how do 
the smaller dairies manage? The answer seems to be that 
the roundsmen work exceptionally hard, often on their 
own account, the milk round being the work of the men of 
the household and the shop of the women. In these cases 
the minimum rates of pay prescribed by the Trades’ Board 
for the Milk Distributive Trade do not apply. If rounds- 
men are employed at all these tend to be youths at a much 
lower rate of pay than men. “‘ Considerable economies in 
delivery are effected by some firms by means of the employ- 
ment of boys between 14 and 16 years of age.” 

In many ways these small distributors are at a disadvan- 
tage. The (Cutforth) Reorganisation Commission points out 
that the Milk Marketing Board policy has favoured the 
larger distributors by allowing them a rebate on any milk 
they fail to sell in the liquid market. In addition lack of 
cash reserve has made many of the smaller distributors 
buy, not directly through the Board, but from wholesalers, 
thus introducing extra middlemen whose remuneration they 
have to pay. But in addition the efficiency of busy 
pasteurising plants has also encouraged the big distributors, 
and that is a real economy.? 


} Ministry of Agriculture and Fisheries, Economic Series No. 38. Report of (Grigg) 
Reorganisation Commission for Milk, pp. 62 and 63. 

* Ministry of Agriculture. Economic Series No. 44. Milk. Report of (Cutforth) Reorganisa- 
tion Commission. pp. y2-Q4. 
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The smaller retailers have also other difficulties. Perhaps 
the chief is removals. With a large dairy a removal often 
means but a transfer from one roundsman to another; with 
a small dairy it is much more likely to mean the complete 
loss of a customer. Even if the incoming tenant is not 
already a customer of one of the large distributors, she is 
likely to go to a dairy with a well known name. The small 
dairyman has to decide whether it is worth while to follow 
his old customer, and often he decides it is. This following of 
customers is probably the reason for the large number of 
dairies doing insignificant proportions of the business in 
many roads. Many of these small distributors sell in the 
area of most of their sales from a “‘ pram”, but conclude 
their rounds by distributing in outlying sections by means 
of bicycles, carrying the milk on carriers over the front 
wheels. 1 

Some of the smaller distributors have difficulty as a 
result of losing bottles. A stray bottle from a small dis- 
tributor rarely finds its way back to him, which may make 
him dubious about selling a half-pint casually in the street. 
However, some of the small distributors get over the 
difficulty by using bottles which do not belong to them. 

On the whole the small dairies are giving way to the 
larger ones; one went out of business in Battersea whilst 
this survey was being undertaken. If the fixed minimum 
price for milk were removed it might be to the benefit of 
these small distributors. For these small distributors to 
cover the length of road on the round does take a consider- 
able portion of the time of the roundsman, and a compact 
round would produce a considerable saving. Such a com- 
pact round might be obtained by reducing the price of 
milk ; and the large dairies, already having compact rounds 
and rigid wage costs controlled by a Trade Board, might 
find it impossible to reduce prices. 

While the cost of milk distribution cannot be materially 
cheapened by giving one dairyman the monopoly in a 
specified district, such a monopoly might enable the dairy 
to distribute milk in a simpler way, and a simpler service 
ought to reduce costs. The danger of this is the difhculty 
of ensuring that the benefit of reduced costs is passed on 
to the consumer. The Cutforth Commission recommend 
that “the choice between relatively cheap milk with a 
simple distributive service, and dearer milk with a more 
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elaborate service should rest with the consumers.”! There 
seems to be scope for some undertaking to arrange a simple 
distributive service at a price of one penny per quart below 
the present price. This service should only be available 
to householders willing to place a standing order for quantities 
of milk in multiples of one pint, there being only one 
delivery per day. It is important that there should be no 
need for roundsmen to waste time bringing people to the 
door, or when at the door in conversation with them. Pay- 
ment should be weekly. Half-pint bottles should not be 
available on this special service. Those people who desire 
to buy conservations from their milkmen, who want two 
deliveries per day and the luxury of irregular variations in 
consumption ought still to be able to obtain their desires 
by paying for them at an enhanced price. 


1 Ministry of Agriculture, Economic Series No. 44. Milk. Report of (Cutforth) Reorganisa- 
tion Commission, p. 235- 


DISTRIBUTION OF MILK BY ROADS 


Percentage of Milk distributed by 


Road Number of Milk 
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N.B.—The two or four distributors are the two or four who sell most milk in that particular 
road. These distributors differ somewhat from road to road. 


Roads A to M constitute the Western, and roads N to R the Eastern Sections of the survey 
area. 
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MILK DISTRIBUTORS 
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N.B.—Under ** Shops’ are included only those customers who stated that they bought 
milk regularly at shops, and not those who used shops only if they happened to run short 
of milk. 
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The End of Marginal Utility: A Note 
on Dr. Bernardelli’s Article 


By Paut A. SAMUELSON 
Recently in this Journal,! Mr. H. Bernardelli advanced certain © 
arguments purporting to resurrect the theory of marginal utility 


in a modified form. In particular, he suggested that the following 
three postulates 


I. 0$(x1, X25 X35 pian FL x. ) 


~>O0 
Ox; 
2 
ae 
and - 
TIT. oFe always definite in sign 
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be replaced by an allegedly less objectionable set 
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always definite in sign, where 
$= P(X1, Xa, Xy, . . + 5 Xn) 
is one cardinal index of utility, and f is defined to be 
ir, Xa, + + 9 Xn5 Ay, he, os bn) 


fl oe? 
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g om 4, jp OXiOX; 


It is well known that Postulates II and III of the first set are not 
invariant under a monotonic transformation of the utility index of 
the form 


b= (9), “Pag 


It is this objectionable feature which the new definitions are believed 
to avoid. It is the intention here to indicate briefly that a more 
careful examination of the economic and mathematical implications 
of the new postulates must reveal that Postulates IIa and IIIa are 

‘HH. Bernardelli; ‘The Ind of the Marginal Utility Theory ?”, Economica, May, 1938. 
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open to the same grave objections as II and III, and that far from 
clearing the way for*the reintroduction of uniquely defined decreasing 
marginal utility and complementarity, the new definitions leave 
Matters just where they were. 

Concretely, it is easy to demonstrate that IIa and IIIa of the second 
set are mot invariant under a monotonic renumbering of the indifference 
loci. The fact that they are invariant under Mr. Bernardelli’s proposed 
monotonic transformation 


dys 
¥(f) —7>0 
af 
is of no particular relevance to the economic problem of consumer’s 
behaviour. 
We may rewrite f in the obviously identical form 


tK(*1, X25 ees Xn5 hy, he, SPS gs hy) 
=$(%, +h, X2 +h, 9 Xnthy) fi $(*1, Ney s+» Xn) 
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It remains only to compute the various coefficients of Ia, Ila and 
Ila to determine the effect of this transformation upon them. Perform- 
ing the indicated differentiations, we find 
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where id indicates that this expression is to be evaluated at 
some point intermediate between (x1, %g, ---, %n)0,0,.-.-, 0) and 
(1, Xa - + +> Xny Py, bg, --++  4n), and where the indicated line integral 


is taken between these same limits of integration. The above two 
expressions are valid for all values of the x’s and 4’s, and hence for 
the special cases indicated in Ia, Ila, and IIa. 

Contemplation of these expressions reveals that the coefficient 
in Ia is invariant in sign under a monotonic transformation of utility 
index; however, a suitable transformation can result in increasing 
marginal utility and contradictory complementarity due to the 
arbitrary element in the second term. Thus, the new definitions, 
IIa and IIIa, are open to precisely the same objections as the old 
ones. By working through the details of the example in Mr. Bernar- 
delli’s Appendix, one can verify the truth of these remarks. 

I am very much afraid, therefore, that the answer is yes to Mr. 
Bernardelli’s question, and that the text-books still need that rewriting 


which he hoped so much to avoid. 
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A Reply to Mr. Samuelson’s Note 


By H. BrernarDELLi 


I am pleased that Mr. Samuelson’s above remarks provide me with 
an opportunity to stress once more a point of my article which, owing 
to difficulties of the subject, perhaps, or obscurities of my diction, 
seems to be easily misapprehended. 

In the appendix. to my article I tried to explain how the function 
J (x s 4) which I proposed to introduce as an index of total and marginal 
utility can be linked up with the traditional utility function ¢(x) 
simply by putting 


flesh) = ZL ESE 


Here Mr. Samuelson comments: “ We may rewrite f(x; 4) in the 
obviously identical form (my italics) 


S(% sb) = $+) — $(x).” 
May we really? The function f(x; 4) in my notation stands for 
the marginal utility of an increment 4, whereas $(x) in the old notation 
signifies total utility. Mr. Samuelson’s rewriting, therefore, amounts 
to representing marginal utility as the difference of the total utilities 
d(x+h) and $(x). 

Now the very essence of my article, it will be recollected, was 
to demonstrate that such a representation of marginal utility is 
inadmissible. All the arguments in the article (as distinct from the 
appendix) were centred round the thesis that it is this and only this 
conception of marginal utility as a difference of total utilities which 
causes the muddle of the measurability dispute. It does not make 
sense psychologically to put, as Mr. Samuelson proposes, 


$(x +b) = $(x) +f(% 54), 

because this operation of summation of parts contradicts the nature 
of the intensive magnitudes with which we have to deal. All Mr. 
Samuelson does is, therefore, to re-introduce the same erroneous 
assumption which it was the whole purpose of my article tO expose 
as the source of all the fallacies and to eliminate from Economics. 
Surely he cannot blame me, if in this way he arrives at consequences 
which lead straight back into the old dilemma.’ 


1 There are, incidentally, many other ways of aehieving this end. 
* Only with the aid of this assumption is Mr. Samuelson able to conclude that F(x5! b) 


= o(x +h)- d(@), if transformed, becomes FL fs n= Pf $e +h) } 14 J _ $¢e) | 


instead of F J fs b) \ = # { dle +0) - we) } 
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One has to be clear as to what the introduction of utility index 
functions into Economics really means. The problem is one of finding 
a way of submitting certain psychological magnitudes to a form of 
calculus that permits the derivation of the equilibrium equations 
without involving operations inconsistent with their nature as intensive 
magnitudes. This problem can be solved, because the intensive 
magnitudes have in common with the continuum of real numbers 
a certain limited amount of properties which make it possible to 
establish a correspondence between the two fields and to use functions 
as indices of utility. In doing this it has to be borne in mind, however, 
that, apart from the properties referred to, the real numbers possess 
other properties which have no counterpart in the psychological field. 
They are subject, e.g., to the axioms of distance which enable one 
to calculate differences and to carry out additions; in the field of 
intensive magnitudes such axioms and operations have no meaning. 

The measurability dispute in Economics arises, as I have proved 
in my article, from an unwarranted transference of operations which 
are possible only with numbers to the field of psychological magnitudes 
and their indices. 

Though the intensive magnitudes do not possess all the properties 
owned by real numbers they do not entirely defy mathematical 
treatment. I have shown that it is possible to restrict the calculus 
of utility index functions to operations that have a definite psychological 
meaning. 

Mr. Samuelson himself has to admit that the first-order derivatives 
of the index-function f(x ; 4) which I suggested should be used are 
invariant under a monotonic transformation f (f(x; 4)), F’>0. He 
only declares laconically that this “fact ... is of no particular 
relevance to the economic problem of consumer’s behaviour.” It 
is to be regretted that he has not added any tangible reasons for 
this ruling. 
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Book Reviews 


National Income and Capital Formation, 1919-1935: A Preliminary 
Report. By Stmon Kuznets. National Bureau of Economic 
Research. New York: Macmillan. 1937. 86 pp. $1.50. 


Studies in Income and Wealth. Volume I. By THe ConrERENCE ON 

_ Researcu 1n Nationat Income anp WEALTH. National Bureau 

of Economic Research. New York: Macmillan. 1937. 348 pp. 
Ios. 6d. 


The first of these volumes contains estimates of the National Income 
of the United States for each year from 1919 to 1935. The data on 
which the totals are based and the methods of estimate are not to be 
found here, but the sources are briefly described in the Foreword and 
will appear, or have appeared, in other publications. That a great 
deal depends on data and method and definition can be seen by com- 
paring the figures here with those in the Survey of Current Business, 
U.S. Department of Commerce, June, 1938. 


Kuznets. SURVEY. 


Income 


Paid Out 


Income 


Produced 


National 
Income 


Gross National 
Product 


Millions of dollars. 


1929 93,640 83,424 81,128 78,556 
1931 . 64,751 56,010 53,822 62,032 
1935 61,243 53,035 55,186 555137 


National Income is defined as the value of all commodities and 
services produced during the year, less the value of commodities 
consumed in the process of production, and therefore is on familiar 
lines. Gross National Product “includes also the value of durable 
capital goods consumed in the process of production, and correspond- 
ingly includes gross savings of enterprises rather than net”, 

Both Gross and Net Income are classified according to their source— 
Agriculture, Mining, &c.—and according to their recipients—wages, 
dividends, rents, &c. Corresponding analyses are made in the “ Sur- 
vey,” with broadly the same results. But in some cases it is difficult 
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to imagine why apparently the same categories differ so much. For 
example we have for the year 1935 :— 


Kuznets. SURVEY. 
Income payments to Income paid out. 
individuals. 

Million dollars. Million dollars. 
Employees -» 41,631 Employees .. 36,679 
Entrepreneurs .. 5,994 Entrepreneurs .. 8,729 
Dividends - 2,845 Dividends iv 3,038 
Interest .. ack ott. 44S Interest .. cn bares 
Rents, »..« - 1,323 Rents, royalties 1,917 

Total 56,238 Total 55,088 


Here Kuznets includes among employees income ‘“ withdrawals by 
entrepreneurs in service and miscellaneous ”’. 

The Section on Capital Formation is too detailed for summary. 
It, of course, depends primarily on the value of the product of goods, 
buildings, machinery, &c., that are necessarily designed for permanent 
or semi-permanent use. It also includes the more difficult category 
of “‘change in business inventories”. In a variant estimate the 
‘* flow of consumers’ durable commodities ” is added. 

In all cases the estimates are re-stated in terms of 1929 prices. 
The method of allowing for change of prices is briefly described, but 
mainly by reference to Bulletins already published. For the dates 
of maximum and minimum we can deduce the following percentages. 


NaTIonAL INCOME. 


At Current Prices. At 1929 Prices. 
1919 .. a 72 67 
1929 .. 29117300 100 
1932... hc 47 58 
1Q35. a's i 64 76 


Thus the great reduction to 1932 is diminished by the price correc- 
tion. Over the sixteen years apparent, or dollar income, fell, but real 
income, thus computed, rose. With the rapid increase of population, 
however, real income was 6 per cent. lower per head in 1935 than in 
1919. 

The reasons for the discrepant estimates of national income can be 
appreciated by reading the second book under review. This is of the 
nature of symposia on eight subjects by representatives of several 
Universities in Conference. The familiar difficulties in definition are 
lucidly discussed by persons who have had to face them and find some 
solution. It was hardly to be expected that substantive conclusions 
would be reached, but at least it is possible to identify the doubtful 
constituents of income, and obtain working definitions for framing 
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estimates. The statistician’s task is clearly to compute every item, 
so that there can be an assembly of the results to suit any definition 
to the limit of the power to estimate. 

A particularly important Chapter is that on Accounting Methodology. 
If we depend on incomes of companies, as distinguished from individuals, 
we are at the mercy of the particular ways in which allowance for 
depreciation and reserves and the valuation of “ inventories” are 
made. It is known that there are no generally agreed rules among 
accountants for this class of problem. 

It is not possible to give an account of the handling of the innumerable 
problems that arise: we can only say that they have to be considered 
not only by those engaged in making estimates, but also by those who 
use the estimates. It is the duty of anyone who computes National 
Income to make as clear as possible the definitions of every constituent 
in his estimate. 


A. L. Bowery. 


Mathematical Analysis for Economists. By R. G. D. Aten. 
Macmillan & Co., Ltd. 1938. xv + 548 pp. 31s. 6d. 


Economics is a quantitative science ; it needs statistics to prepare 
its data, and it needs mathematics in the construction of its arguments. 
As the science progresses, its reliance upon such assistance becomes 
more and more evident. For a long while nothing was wanted but 
the “little potted calculus ” of Marshall, which could be got up by 
any intelligent person with very little trouble, and could even be 
concealed by the use of the word “ marginal” from those who are 
frightened by the sight of a differential coefficient. But it was in- 
evitable that this phase would come to an end. Even at present, 
the old equipment is amply sufficient for undergraduate work; but 
it does not do much beyond, and it is getting harder and harder to do 
pioneer work in economic theory without having something better 
at one’s disposal. 

In these circumstances, there will be many people who will be 
very grateful tor Mr. Allen’s book. Unlike earlier attempts of 
apparently the same sort, it does not confine itself to the “ potted 
calculus”’. That is provided, of course; but even that is done with 
exceptional care, the foundations of the calculus being laid with a 
very reasonable degree of rigour. This is sound policy, for the logical 
foundations of the calculus (continuity and so on) do cause trouble 
to the student of economics, just as they troubled that early economist 
—Bishop Berkeley—two hundred years ago. Altogether, Mr. Allen’s 
attention to these quasi-philosophical considerations gives a tone 
to the whole book, and makes it far more interesting reading than 
it would have been otherwise. 

‘This is only the first part of his undertaking. Quite beyond these 
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things, he endeavours to provide an introduction to the mathematical 
apparatus of modern economics, to the much stiffer mathematics 
involved in the researches of the last ten or fifteen years. This must 
have been a far harder job, but it is of course the most important 
part of the book. Certainly nothing at all like it can be found 
anywhere else. 

_ Nevertheless, just because it is here that Mr. Allen is at his most 
interesting and most adventurous, it is here also that he gives most 
opportunities to the critic. The economics in whose study he seeks 
to assist is, for the most part, very recent economics, and one cannot 
be sure how well it will stand the test of time. Is it not likely that 
in several cases easier lines of approach will be discovered, which will 
make some of the more elaborate mathematics unnecessary? Can 
one be sure that the further development of economic theory will 
proceed in this particular mathematical direction, and not in others— 
for example, in fields that lie more on the borderland of statistics, 
or in that of dynamic differential equations and oscillatory motions, 
much explored by the econometrists, and only touched on slightly 
by Mr. Allen? (I feel myself that a couple of chapters on Probability 
would have been so useful in this book ; the mathematical economist 
neglects mathematical statistics at his peril.) But of course all this 
means is that while mathematics may be immortal, mathematics 
for economists cannot count upon longevity ; the sort of mathematics 
we need is likely to change as time goes on. 

A very considerable portion of this second part deals with that 
particular department of mathematical economics in which Mr. Allen 
himself has done most original work—the theory of related goods 
and related factors. Scattered about in several chapters, one can 
find a fairly comprehensive treatment of this subject (apparently it 
had to be divided up in order to fit the general arrangement of the 
book, though the division is rather to be regretted). Since this 
subject is one to which I have myself devoted a good deal of attention 
—to some extent in collaboration with Mr. Allen—I feel some diffidence 
in referring to it here. But I should say that these sections contain 
Mr. Allen’s generalisation of our joint article on Value (Economica, 
1934), and should explain that his gencralisation is quite independent 
of my own parallel attempt at generalisation, which has been pub- 
lished in my pamphlet La Théorie mathématique de la Valeur (Paris, 
Hermann), and will appear in another form in my book Value and _ 
Capital, which is in the press. There are some differences between 
Mr. Allen’s work and my own, in these further stages, arising mainly 
from the fact that he concentrates attention upon the case of a linear 
and homogeneous production function (constant returns to scale), 
while my own investigations, though they started with this case, 
have ultimately led me to prefer the method of treating constant 
returns to scale as a limiting case, and adjusting my definitions of 
substitution and complementarity among factors accordingly. Others 
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will have to judge which of us has chosen the right way; 1 am only 
concerned here to point out the difference. 

Almost all the criticisms which one can make of this excellent and 
nearly impeccable work are matters of opinion; I have only noticed 
one thing which can be called a slip. At the bottom of p. 362, 
Mr. Allen makes the entrepreneur,maximise, not his net profit, but 
his rate of profit (ratio of profit to cost). Surely this is wrong. The 
ravel does not go far, but it is perhaps an example of the fallacies 
into which preoccupation with the limiting case of constant returns 
to scale is liable to lead even the most careful writers ! 


J. R. Hicxs. 


Economics. By Frepreric Benuam. Sir Isaac Pitman & Sons, Ltd. 
1938. xv + 488 + 31 pp. 7s. 6d. 


Teachers of economics naturally approach every new text-book 
with a bias determined partly by their own attitude to the subject 
and partly by their view of the manner in which it ought to be pre- 
sented to students. Most teachers, therefore, will probably have 
some criticisms of detail to make of Dr. Benham’s book; but there 
are few who will not commend it as the most satisfactory introduction 
that has appeared for a very long time. It is intended primarily 
to satisfy the needs of University and other students. Its character, 
however, is such as to make it useful not merely for them, but also 
for the serious general reader who wishes to acquaint himself with 
the methods of the science and to learn “‘ how the economic system 
works to-day in a country such as Great Britain ”’. 

The writer of a good text-book in any field must possess an imag- 
inative grasp of a beginner’s difficulties. If he is dealing with 
economics, he must, in addition, be fully aware of the resistances that 
have to be overcome before readers (especially the more mature 
readers), already possessed of certain prejudices and opinions about 
economic affairs, are willing to be led along the path of knowledge. 
The theoretical constructions which lie at the heart of economics 
must take first place in such a book; but if they are presented in 
all their nakedness, they often repel the ordinary student and, still 
more, the general reader, by their apparent dissociation from the 
“real world”. Even for students who have a bent towards abstract 
reasoning, the purely theoretical text-book has its dangers, since it 
may cause them to think that a knowledge of theoretical constructions 
alone can. give them an insight into the world with which economics 
deals. This difficulty is not overcome merely by including in a pre- 
dominantly theoretical work chapters descriptive of particular 
economic institutions ; for the working out of economic principles 
in actual life must be demonstrated at each stage of the argument. 
This method of combining abstract analysis and description certainly 
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involves some sacrifice of logical continuity; but it is a sacrifice 
that is well worth making. Dr. Benham has been strikingly suc- 
cessful in achieving the balance that is needed. For instance, at 
the beginning of the book, after he has explained the nature of the 
economic problem and the mechanism of the price system, he passes 
to a realistic acccount of the markets in which that system operates. 
And subsequently, at every step in his argument and whenever he 
introduces a concept which a beginner may have difficulty in under- 
standing, he provides copious illustrations which usually have the 
important merits of freshness and topicality. These efforts to ensure 
that every point shall be clearly comprehended have resulted in a very 
long book ; but this cannot be avoided in a survey that aims at being 
complete. Conciseness which is a merit in a monograph leads only 
to obscurity in a text-book. 

Teachers will be indebted to Dr. Benham for taking account of 
the important theoretical advances that have recently been made 
and for presenting such comparative novelties as imperfect com- 
petition and the theory of opportunity costs in terms which the 
elementary student will find easy to understand. A text-book writer 
who wishes to substitute the up-to-date for the old-fashioned or 
traditional technique must exercise considerable powers of discrimina- 
tion if he is to avoid an elaborate discussion of theories or topics 
which happen to be fashionable but which in the long run are unlikely 
to be of major importance; and there are books which, though 
ostensibly designed for elementary students, have served rather to 
demonstrate the authors’ ingenuity, knowledge or originality to 
their fellow-economists. Dr. Benham, however, has given his readers 
nothing which they will find superfluous in their efforts to understand 
the economic system, although the reviewer is doubtful whether the 
study of indifference curves (see Appendix to Chapter VI) can be 
usefully undertaken by beginners. The recent changes in policy 
and practice within the spheres of money and international trade are 
fully discussed and evaluated, and the chapters in which these subjects 
are examined will be warmly welcomed by students, for the corres- 
ponding sections of the older text-books seem to present them with 
a picture of a quite unfamiliar world. 

Few adverse criticisms of major importance can be made of the 
book. Such defects as it may possess are of style and emphasis 
rather than of substance. To some teachers the treatment of certain 
topics may seem a little “sketchy”. It is not to be expected, of 
course, that in a book with so wide a scope all the problems which 
are raised should be fully discussed. Where comprehensiveness is 
impossible, however, the elementary student should be left with a pro- 
blem defined rather than with an assured conclusion. Yet Dr. Benham 
occasionally gives his judgments an appearance of finality that 1s 
scarcely warranted by the nature of the problem. For instance, 
on page 276, in his brief reference to the saving performed by joint 
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stock companies, he states that if a majority of shareholders dislike 
the company’s policy of building up reserves out of profits they can 
prevent it, while individuals who object can sell their shares. Hence, 
he concludes, the saving performed by these companies reflects the 
desires of the individual shareholders. Actually, of course, this 
issue is highly complicated and cannot be dismissed so easily. A 
more serious deficiency, in the reviewer’s judgment, is to be found 
in Dr. Benham’s treatment of the part played by the State in economic 
life. When he is dealing with particular problems, such as State 
intervention in international trade, he is informative and stimulating ; 
but he has little to say about the general problem. Indeed, his 
chapter on the State is largely confined to public finance. Now it 
is true that he is examining a society in which “the consumer is 
king”. Yet the consumer in all modern societies is rapidly becoming 
a very much limited monarch. Even in democratic countries a great 
deal of the organised activity of individuals, in their capacity as 
citizens or as owners of the factors of production, is being directed 
towards preventing or modifying the consequences which result from 
the activities of those same people as consumers. It is important 
that the student should know something of the nature of this conflict 
and of its momentous economic results, especially as his appetite 
for discussions of this kind is nowadays likely to be very keen. Because 
people differ in their view of what the economic functions of the State 
should be (page 297), or because no definite answer to this question 
can be given within the economist’s own chamber of reference, the 
economist is not thereby justified in treating the problem in a cursory 
manner, for he has a contribution to make to its solution or at any 
rate to its definition. 

Yet when all these inevitable disagreements about emphasis are 
taken into account, one is left with a feeling of admiration for the 
way in which Dr. Benham has discharged his very difficult task. 
Newcomers to economics will be grateful to him for having provided 
this sound and lucid guide to their studies, and teachers will be under 
an obligation to him for having substantially eased their labours. 


G. C. ALLEN. 


Modern Banking. By R. S. Sayers. Oxford University Press. 
1938. xi + 316 pp. I2s. 6d. 


Though this book is presumably designed primarily for the under- 
graduate university student, it may be recommended to any reader 
who wishes to lay the foundations of a knowledge of the principles 
of modern banking. It falls naturally into two parts. The first 
seven chapters are devoted to an exposition of the broad principles 
of the structure and working of modern banking systems, illustrated 
mainly by references to the British system, but with a short discursus 
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on the United States and still briefer glances at certain other countries. 
This part of the book should be especially useful to beginners. Mr. 
Sayers is not afraid to take plenty of space in order to make his exposi- 
tion clear, and his method of illustrating banking movements by means 
of series of simplified balance sheets of the Bank of England and 
the clearing banks should enable the beginner to follow the precise 
effects of changes about which even advanced students are not always 
completely clear. 

Considering how debatable are many of the points touched upon, 
it is remarkable how well Mr. Sayers manages to keep his discussion 
within the limits of general, if not universal, agreement, though by 
no means everyone would agree with his description in Chapter 6 
of the trade cycle in terms of the “ Multiplier”. In particular, his 
views are not quite clear on the question of whether an increase in 
voluntary saving hastens or postpones the onset of a trade recession. 
In the footnote on page 161 he appears to incline to the former view, 
and on page 281 to the latter. 

A serious omission in the first part of the book, only partially 
rectified later, is any reference to quantitative or qualitative restriction 
of bank advances. The impression is left that the banks maintain 
their standards of security and liquidity unchanged whatever their 
cash position, and rely entirely on the effects of interest changes and 
on changes in their security holdings for the adjustment of their ratios. 
This is certainly not true of some countries and probably not true of 
any. In times of financial stringency some would-be borrowers from 
the banks find that not only have they to pay a higher rate of interest, 
but also that the advances they can obtain are neither so large nor 
for so long as in times of financial ease. This is not only because the 
borrowers’ own assets have fallen in value or their earning prospects 
become impaired, but also because in times of stringency the com- 
petition between banks for advances is less intense. Since interest 
rates are largely fixed by custom or agreement between banks, com- 
petition tends to result, in times of financial ease, in some relaxation 
of the other conditions of bank loans. But when a stringency develops, 
a bank manager can insist on terms which he regards as fully satis- 
factory without so much risk of losing the account to competitors. 
Managers, indeed, often find a period of stringency a by no means 
unmixed disadvantage, as it gives them an opportunity to enforce 
adjustments in unsatisfactory accounts without running the risk of 
a reprimand from Head Office for losing business. 

The second half of the book is suitable for more advanced students. 
It deals clearly and concisely with a number of questions of present 
importance, including the contrast between the pre-war and the post- 
war gold standard, the working of Exchange Equalisation Accounts, the 
behaviour of banking systems in the trade cycle, and the finance of 
government expenditure by the banks. A particularly useful section 
is devoted to the historical and practical reasons which lie behind a 
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bank’s choice and distribution of assets. There is one point here on 
which one would like further information. Mr. Sayers cites an 
unpublished thesis by Mr. R. M. Godwin, of Oxford, which contains a 
detailed analysis of ten years of recent British banking statistics. It 
would be interesting to know whether his researches bear out the 
contention, recently advanced in some quarters, that the banks 
regard short-term assets—bills and money at call—as substitutes 
for cash, or whether they are merely prepared to hold a smaller pro- 
portion of cash against such part of their liabilities as are also covered 
by short-term assets; in other words, whether the banks would be 
' prepared to see a rise in the ratio of advances and investments to cash 
as their holdings of short-term assets rose. 

Another most interesting chapter is one which deals with the special 
difficulties of making central control effective in countries where the 
absence of an effective money market precludes or limits open market 
operations (or, Mr. Sayers might have added, where the liquid assets 
of the central bank consist wholly of gold and foreign exchange). In 
such conditions, he considers, control might conceivably be exercised 
by varying the size of the government deposit with the central bank ; 
but to ensure control in all circumstance the central bank should be 
given power to vary the minimum legal reserve ratios of the com- 
mercial banks. 

The book concludes with a brief note on the difficulties in case a 
government, and especially a socialist government, should wish to 
nationalise the banking system. There is a fairly adequate index, 
and the absence of a bibliography is largely compensated by frequent 
advice on further reading given in footnotes throughout the book. 


F,. W. Parsu. 


A History of Economic Thought. By Ericu Rout. London: Faber 
and Faber, Ltd. 1938. 430 pp. 12s. 6d. 


Professor Roll has attempted to survey, in the space of about four 
hundred pages, the development of economic thought from the Old 
Testament to the present day. No one would deny the importance 
or the intrinsic interest of the subject, but one may doubt whether 
it is simple enough to be dealt with adequately in so short a space. 
Professor Roll’s book unfortunately justifies this doubt. 

Professor Roll’s main object, as explained in the introduction, 
is to provide an introduction to economics for students that will give 
them some conception of the development of the subject and its 
connection with practical problems. He proceeds to survey the whole 
development of economic thought from what appears to be the stand- 
point of the materialistic interpretation of history, though he does not 
actually explain this to start with. The development of economics 
is displayed in terms of the successive ideologies of the dominating 
economic classes in each period, fashioned to maintain their position, 
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Unfortunately, however, Professor Roll appears to regard his under- 
lying thesis as fully justified and does not attempt to meet the arguments 
that can be advanced against it. For example, at the end of an admir- 
able summary of the development of the Canon Law he says, 
“The harmony between Church dogma and feudal society, which 
at the beginning of this section was said to have been responsible for 
the all-embracing quality of the Canon Law, came to an end with the 
decline of feudal society. Canonist thought was a ruling class ideology, 
an illusory representation of reality which pretended to find unity 
where there was none” (p. 55). Now as Professor Roll has already 
described the modification of the Christian prohibition of usury by 
the Canonist writers, to fit the facts of the expanding trade of the later 
middle ages, as one of the main features of the history of Canon Law, 
it seems a little unconvincing to say that Canon law was the ideology 
of the ruling class of the feudal system. The trading interest was 
certainly not the dominating class of the period, while the ruling 
landed class was not pre-occupied with the problems of usury. Pro- 
fessor Roll is very likely right but he does not appear to me to prove 
his point adequately. Similarly in his chapter on Mercantilism he 
explains (p. 64) that he disagrees with Professor Heckscher’s identifica- 
tion of mercantilism with state-making. He himself takes the 
opposite view and regards the state as “the creature of the warring 
commercial interests” and mercantilist literature merely as the 
statement of those interests. On a matter as controversial as this, 
and so important to the main theme of his book, one might have 
reasonably expected that Professor Roll would discuss the matter at 
some length, but he makes no further reference to Professor Heckscher’s 
thesis. 

The same dogmatic attitude dominates the chapters on the classical 
and post-classical economists. All the economists after Ricardo, 
except the socialists, are treated in the familar way as though their 
sole purpose had been to justify capitalism. Professor Roll introduces 
the chapter on the economists between Ricardo and Jevons (chapter 
vii), by saying that as the conclusions of the English socialists and 
Marx were hostile to the capitalist system “‘ there developed a move- 
ment which, starting from the classics, went in the direction opposite 
to Marxism. The task of the movement was to criticise the classical 
theory in those parts which offered opportunities for revolutionary 
interpretation and to develop a new theoretical analysis which would 
be a firmer basis for the main political conclusions of classicism . . . 
Fortunately for this movement, the classical theory did in fact contain 
many elements which contradicted those which Marx and others 
had taken as their starting point. It was only necessary to take these 
elements—which Marx had regarded as errors—and develop their 
implications”. Professor Roll apparently does not regard it as 
misleading to refer to Marx’s development of the labour theory ot 
value as though it had taken place early enough in the period between 
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Ricardo and Jevons to stampede other economists into an unnatural 
development of the utility theory, yet that is the impression given 
by the whole passage. He fails to appreciate, perhaps for this reason, 
the greater logical ease and consistency of the development of the 
utility theory, or the fact that, on his own showing (pp. 243-8) the 
English socialists, whose writings really belong to this period, did 
little to clear up the obscurities of Ricardo. Again Professor Roll’s 
main thesis may be correct, but the way in which he supports it is 
both illogical and unhistorical. 

There is not space to discuss Professor Roll’s generalisations about 
the economists’ attitude to social legislation. But it would have been 
interesting if he had gone into the question in more detail and dis- 
covered any major social legislation, other than the ten-hours bill, 
which was consistently opposed by the main body of economists. 

Professor Roll deals with the later utility theorists in much the 
same way in Chapter viii. He regards the later development of the 
utility theory together with the methodological discussions as apologetic 
in nature and fundamentally as an attempt to absolve economists 
‘from dealing with the social order at all”’ (p. 370). This chapter is, 
however, the most interesting in the book and many of his observations 
are very much to the point. Unfortunately again Professor Roll 
does not consider the opposite side of the case seriously. For example, 
he does not deal thoroughly with the argument that attempts to under- 
stand the working of the capitalist system, and to discover what 
economic laws are independent of the institutional environment, 
need not necessarily be biased attempts to find social or economic 
justification for the capitalist system. 

Professor Roll may have considered that the limitations of space 
made it impossible to deal with such issues. But the fact remains 
that the main thesis from which he approaches the whole subject 
has not yet been proved to the general satisfaction of historians, 
economists or sociologists. In particular the results of recent historical 
research have done much to shake its foundations, as for example, 
Professor Heckscher’s recent study of mercantilism. If Professor 
Roll had contended himself with a smaller programme, limiting himself 
to a reasonably brief period, he might have examined the evidence 
on both sides of the various controversial points involved and made an 
important contribution to the history of economic thought. As it is 
his book contains little of interest to reasonably well-read economists 
and is too dogmatic to be useful for students. This is a pity, as the 
gradualness and continuity of development of economic theory is 
shown throughout the book with admirable clearness and many ot the 
summaries of economic theories are both lucid and well-arranged. 
In particular, Chapter iii, “The Founders of Political Economy,” 
is one of the best short accounts of the forerunners of Adam Smith 
that I have seen, 


Marian Bowtey, 
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The Dollar: A Study of the New Monetary System. By J. Donatpson. 
Oxford University Press. 1938. xix + 271 pp. $3.75. 16s. 


The only drawback to this useful, and indeed important, book is 
that it leaves off too soon. Professor Donaldson sets out to examine 
the implications of American monetary policy, both in its domestic 
and its international aspects, from early 1933 to the autumn of 1936— 
from the suspension of the gold standard to the conclusion of the 
Tripartite agreement which was to inaugurate a new era of stability 
between the principal free currencies of the world. That brief period 
was crammed with monetary change and experimentation—the New 
Deal with its vast government expenditures, the reform of the Federal 
Reserve System, the dollar devaluation, the resort to changes in reserve 
ratios and gold sterilisation as a means of manipulating the volume 
of credit—to mention only a few of the outstanding developments. 
Taken together, Professor Donaldson reasonably contends, those 
changes constituted nothing less than a revolution in monetary 
technique. “ Thus evolved the new American monetary machine . . 
With throttles and brakes, with high, low and reverse gears, it differed 
considerably from the old monetary horse-and-buggy contraption ”’. 

It was scarcely to be expected that even so thorough and detailed 
an investigation as Professor Donaldson’s would yield any startling 
results, and indeed his conclusion is the familiar one that the practical 
effects of all this legislative tinkering and invention of new monetary 
gadgets has been largely nugatory, at least in the domestic sphere. 
As Professor Donaldson points out, the national income of the United 
States steadily declined during the very years when the Government’s 
monetary policy was most actively expansionist. It is, in fact, quite 
striking to find how, time and again, expansionist measures aimed at 
monetary manipulation purely from the side of supply were completely 
voided by changes on the side of demand. ‘Money velocity remains 
one of the major unsolved problems in dollar policy.” On the inter- 
national side Professor Donaldson considers that the results of policy 
have been rather more according to plan. While admitting its 
essentially restricted and flexible character, he attaches considerable 
importance to the Tripartite agreement as a factor in currency stability. 
If his conclusions anywhere deserve criticism, it is that he tacitly 
underestimates the disruptive influence of America’s “ twenty-four 
hour ” policy and unused margin of devaluation, which have made the 
relative stability of the past two years a precarious and purely retro- 
spective one. Nevertheless, his system of combining “ the descriptive, 
the theoretical and the empirical methods” yields an admirably 
complete survey of the period; the book is of considerable value 
merely as a repository of readily accessible fact; while the theoretical 
sections form a concise and lucid, if not original, exposition of monetary 
doctrine. The trouble is, as has been said, that the period covered 1s 
too short. At the time the book was written it no doubt seemed 
reasonable enough to suppose that the Tripartite declaration would 
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mark the climax of the period of experiment and usher in a new era 
of flexible but uneventful stability. As it turns out, the subsequent 
period has been no less eventful than the earlier one. It has seen the 
ill-fated Rooseyeltian attempts at boom control through the manipula- 
tion of reserve ratios and loan regulations, the hasty abandonment of 
sterilisation in a desperate attempt to check business recession. 
Professor Donaldson’s supercharged monetary machine, ineptly 
handled, has swerved violently from one side of the road to the other, 
often with its brakes and throttles and forward and reverse gears all 
working simultaneously and causing a most horrible jam. Hence 
the present book already cries out for a sequel. It is to be hoped 
that Professor Donaldson will decide to provide us with one.. 


W. M. Dacey. 


Kakao: Wandlungen in der Erzeugung und der Verwendung des Kakaos 
nach dem Weltkrieg. By Fritz Kuiopstocx. (Wandlungen in 
der Weltwirtschaft. Heft 12.) Bibliographisches Institut, A. G. 
Leipzig. 1937. 184 pp. R.M. 8.50. 


Dr. Klopstock’s study of recent changes and tendencies in the 
production, utilisation, trade and marketing of the cocoabean forms 
a worthy successor to his earlier study of the tea trade. As in his 
earlier work, he deals comprehensively yet concisely with his subject, 
and brings together in convenient form the available statistics and 
information. 

Much less accurate and detailed data are available for cocoa than 
for tea. Valuable accounts have been written of the cocoa industry 
of particular areas, for instance, of Trinidad, and on various technical 
aspects of the subject, but this is the first attempt to treat the subject 
on a world-wide basis, to analyse marketing organisation and methods, 
and to explain price trends. 

Dr. Klopstock has had to contend with considerable deficiencies 
in the records and statistics relating to cocoa. There are no statistics 
of area under the cocoa-plant, nor of crops, so that estimates of pro- 
duction have to be based mainly on data relating to sales and over- 
seas trade, whilst even the latter are incomplete. It is only recently 
that Cocoa Exchanges have been established elsewhere than in London, 
whilst trade figures are apt to be misleading, because some trade 
returns refer to raw cocoa, whilst others refer to cocoa partially pre- 
pared for the market. Dr. Klopstock found it particularly difficult 
to obtain information with regard to marketing methods and trade 
organisation, and it is noteworthy that some of the most valuable 
evidence of this type was obtained not from official or trade sources, 
but from legal reports. The author has undoubtedly made the most 
of his somewhat scanty material, and has been able at least to discern 
and sketch the outlines of his subject. 

Cocoa is by no means the only important crop for which accurate 
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statistics and detailed trade information are lacking. Many other 
important tropical products—for instance, oilseeds of various types— 
are in a similar position. It is to be hoped that Dr. Klopstock may 
eventually extend his studies to other important “ colonial crops ” 
and by revealing the extent—or lack—of information and statistics, 
will help to stimulate better recording. 

In the meantime, owing to the limelight recently directed towards 
conditions in British colonial areas in general, and towards the dispute 
between native producers and European exporters of cocoa in the 
Gold Coast, in particular, Dr. Klopstock’s study has become of 
“topical,” as well as of scientific interest. His book was written at 
a time (1936) when scrious tension was just developing in the Gold 
Coast, and he explains clearly the course of events which eventually 
led to the boycott by native producers. The cocoa industry is an 
interesting example of the victory of small scale “ native ” production 
over large-scale “ plantation’» production, and this explains the 
failure of past attempts at restriction of output, in contrast to the 
situation in the Rubber Industry, where the organisation of plantation 
production resulted in the imposition of restriction upon native rubber 
growers before the latter attained a predominant position. But it 
now appears that even the success of small-scale producers will not, 
in the long run, prevent the emergence of monopolistic conditions, 
although the monopolistic pattern will be different. The recent 
report on the boycott in the Gold Coast recommends the introduction 
of co-operative marketing, and although it formally condemns the 
price-fixing methods of the exporters’ pool, it is clear that what is 
contemplated is an agreement between organised producers confronted 
by organised exporters, rather than any approach to a free market. 
At the same time proposals for an agreed restriction in Trinidad and 
Venezuela are under consideration, with the idea of preparing the 
ground for a World Cocoa Conference, and hence for a comprehensive 
scheme of restriction. In conclusion it can be said that although 
important developments have occurred since Dr. Klopstock completed 
his book, his work provides a valuable background, and sets forth 
clearly the basic facts which must be realised if the present situation 


is to be fully understood. 
VERA ANSTEY. 


Expectations, Investment and Income. By G. L. 8S. Suackte. Oxford 
University Press. 1938. 119 pp. 7s. 6d. 

The applicability of short period equilibrium methods to the analysis 
of the Trade Cycle is limited by the fact that while expectations may 
be treated as data for very short periods, they are liable to change 
during the course of the cycle. The student of the Trade Cycle, unable 
to accept the constancy of expectations, thus has to explain “ why” 
expectations change. In grappling with this problem, Dr. Shackle 
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(as everybody else) has found no great difficulty in explaining the 
optimism of the boom and the pessimism of the depression. Investment 
creates incomes and unexpected profits which give rise to further 
investment etc.: this has, indeed, become a familiar tune. 

The real trouble begins with the explanation of the “ turning 
points”, Crisis and Recovery. Here Dr. Shackle—more anxious, 
it seems, to convince us that he knows the correct theory than to 
convince us of the correctness of this theory—employs the novel 
device of advancing two theories in order to explain the same phenom- 
enon. The reader is thus offered a choice between a “ technical” 
and a “ psychological ” theory of crisis. 

The former simply says that a high level of investment activity 
such as characterises the boom cannot be maintained, because business 
men after having had a strenuous time sometimes need a rest, “a 
pause in which to consolidate the advance ” (p. 100), and the new plants 
have to be fitted into the industrial system. Every “ extension 
phase ”’ is thus followed by a “ testing phase”. As to the question 
why the extension phases of all enterprises should coincide to the 
extent of making investment booms an intermittent phenomenon 
all we are told is that “it is evident that if the required pause for 
consolidation of each business is longer than the time which elapses 
between the beginning of such a boom and the completion of improve- 
ments by the last businesses to undertake them a drop in investment 
must follow.” (100.) ‘The investment-fever comes to an end, in 
fact, for exactly the same reason that an influenza epidemic does : 
because everybody has had it and has not yet lost a temporary 
‘immunity.” (i101.) This theory, germane as it is to investment 
in already existing plants the number of which is limited, unfortunately 
has nothing to say about that outstanding feature of the great booms 
of history, the sudden growth of new industries. 

The other theory is the more “‘ modern” one, and is presented in 
terms of disappointed expectations. Here unexpected profits are 
made the impelling force of the boom mechanism. What brings the 
cumulative process to an end is not any actual diminution of profits, 
but the mere psychological fact that because of rapidly growing 
optimism profits no longer exceed the expected level. Since, however, 
only unexpected profits can give rise to increases in the rate of invest- 
ment, the process of expansion will be checked. This theory is 
undoubtedly superior to the one previously described in that it is 
also applicable to the depression and thus explains both turning 
points. The emphasis laid on disappointed expectations as one of the 
factors precipitating the downturn is certainly most welcome, but 
unfortunately the analysis is carried no further. We learn nothing 
about the forces which allow entrepreneurial enthusiasm to become 
exuberant, nor are we told why all producers should react in the same 
way. 

Dr, Shackle believes that his two theories are not mutually exclusive 
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(104). Yet it is difficult to see how all those who have already 
acquired temporary immunity against investment-fever could be 
affected by disappointed expectations. And why should those who 
have entered the field later be the more sanguine optimists ? 

The last chapter (pp. 109-16) is devoted to the “ Asymmetry of 
the Multiplier’. Here Dr. Shackle suggests that at the same income 
level the marginal propensity to consume for decrements of income 
may be different from that for increments, and therefore the “ down- 
ward Multiplier” different from the “upward Multiplier”. This 
seems an extremely valuable suggestion which it would be worth while 
to follow up in greater detail. 

L. M. Lacumann. 


Consumers and the Market. By Marcaret G. Rep. New York : 
F. S. Crofts & Co. 1938. xvi + 569 pp. $3.75. 


In those parts of the world where the capitalist system is still 
permitted to survive, two problems in the Art of Political Economy 
are of outstanding importance—the variation of general activity 
and monopolistic practices. The former has of recent years received 
more attention from professional economists than the latter. Certainly 
there has been no lack of work on the theory of imperfect competition. 
But it has been concentrated on those aspects of the problem that 
lend themselves to treatment by rigidly analytical methods: on 
‘“‘ideal output’, interpreted quantitatively and with reference to a 
particular firm or industry; on the costs of the individual firm ; 
andsoon. Less attention has been given to the effect of such practices 
upon the qualitative make-up of the whole national output. This is 
understandable, for here we have to fall back largely upon observa- 
tion; and observation demands more time and more money than 
analysis. How far does the qualitative make-up of the existing 
national output of goods and services (including the “services ”’ of 
the public relations officer, the racketeer, and the tout) diverge from 
the “‘ ideal ”’ qualitative make-up ? To form even a tentative answer 
to this question requires prolonged and close investigation of the 
actual working mechanism of distribution. 

Studies of the distributive mechanism, such-as there are, have 
generally been written from the standpoint of the manufacturer or 
trader. Professor Reid looks at it from the standpoint of the con- 
sumer. Does it provide him with that assortment of goods and 
services which, if prices were equal to costs, he would prefer to all 
others? And if it does not, can we adjust its mode of operation 
so as to make it yield an assortment more nearly “ideal” ? 

Professor Reid has nothing strikingly original to contribute to 
this subject. But she is a safe and generally reliable guide. She 
begins by explaining why the problem is more urgent now than in 
the days of the small business and the much more nearly self-sufficient 
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family. She then describes the working of the distributive system 
in detail, and enumerates the services that distributors render. But 
are all these “services” really wanted? and are they rendered at 
cost ? Distributors furnish information; but some of the informa- 
tion is misleading or even false. They offer credit, but frequently 
only at extortionate rates. In this connection she discusses in greater 
or less detail advertising, instalment credit, branding, grading, the 
labelling of packages, resale price maintenance, and quantity dis- 
counts. The tests applied are searching, and the verdict by no means 
favourable. Finally she turns to possible remedies. Under this 
heading are considered voluntary organisations of consumers, voluntary 
organisations of producers and distributors, and governmental 
agencies. 

_In passing judgment upon these Professor Reid is extremely 
cautious. She does not believe in Jaissez-faire. She is profoundly 
distrustful of “ planning”. She has no difficulty in showing that 
most planning is planning by or for producers against consumers. 
Her general standpoint is that of Professor Hutt, whom she quotes 
with approval. She wants the State to make competition function. 
But she knows too much of American legislative methods to feel 
much confidence that it will succeed in this. She believes, too, in 
educational remedies. But she points out that voluntary education 
of adult consumers through bodies like Consumer Research Inc. is 
confined in the main to the well-to-do, and likely to remain so ; while 
State-sponsored education in schools of future consumers is in danger 
of being exploited by expert public relations counsel in the pay of 
producing interests. 

For English readers the value of her book is diminished by the 
double circumstance that her investigations have been almost wholly 
confined to American conditions, while her method of exposition 
assumes a working knowledge of these conditions which most English 
people do not possess. Thus she nowhere explains what a Better 
Business Bureau is, or what it does. She takes it for granted that 
we know. Yet her book is extremely long. Her style also lacks distinc- 
tion. It is a pity that with much good material and an unusually 
level-headed judgment, she lacks the gift of making what is important 
in her argument or narrative stand out with greater prominence 
than what is merely subsidiary. 

P. A. Witson. 


The Economics of Corporate Saving. By J. Ettwoop Amos. 
University of Illinois Press. 1938. 136 pp. $1.50 paper 
bound, $2.00 clothbound. | 


The legal distinction between the small company and its share- 
holders is, perhaps, of minor importance for economic analysis since 
the behaviour of the company is likely to be dictated by those who 
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have provided its resources. But with large corporations it is other- 
wise ; their separate existence is something more than a legal fiction. 
Directors and auditors have come to serve what they believe to be 
the interests of the corporation as such. The importance of this is 
now being realised by economists, and, to the small but growing 
body of literature dealing with the subject, Mr. Amos has contributed 
a study of corporate saving by which he means that part of “net 
profit ” which is not distributed in taxation or dividends. The main 
source of data consists of the statistics published by the Bureau of 
Inland Revenue, U.S. Treasury Department. While accounting 
documents remain as crude and as unreliable as they are at present, 
there is a definite advantage in using these income tax figures for the 
tax regulations do impose some slight degree of uniformity. 

In view of the importance to his study of the definition of income 
it is a pity that Mr. Amos has not discussed in some detail the con- 
ventions underlying the calculation of net profit for tax purposes. 
The connection between the increased-net-worth concept of income 
and the income principles accepted by the fiscal authorities, as well as 
the relationship of both of these to dividends are relevant to a study of 
saving. Nevertheless, Mr. Amos has a heathy distrust of his primary 
material and is careful to emphasise that “ the appearance of scientific 
precision in any estimate of corporate saving, even based on these 
data, is an illusion” (p. 23). f 

One of the points which is brought out by the study is the obscurity 
which results from deducting the losses of unsuccessful companies 
in calculating total income for the purpose of comparing income 
with dividends. Mr. Amos distinguishes the financial results and 
dividends of those companies shewing profits from the figures of 
those making losses. According to his tables, from 1923 to 1929 
nearly half of net profits were ploughed back amounting to about 
50 per cent. of the total of new corporate capital. The pundits of 
“sound financial practice’ who recommend the stabilisation of divi- 
dends will be interested in the small part of the accumulations of 
this period which were paid out in dividends after 1929; promises 
were not fulfilled. This of course is to be expected; so called 
“reserves”? are often used to expand the business in which event 
cash ceases to be available. 

Perhaps the most important problem for economists is to decide 
what would happen if the amount saved were paid out in dividends. 
In the last few years considerable attention has been paid to the fact 
that cash as it flows into the corporation avoids submission to the 
test of the market rate of interest before being re-invested. There 
is, however, the further point that the shareholder might not merely 
choose between re-investment in alternative securities if the cash 
were paid out to him—he might choose to consume. Mr. Amos takes 
the view that if all profits were paid out there would be less saving ; 
it seems almost certain that this is true for inertia would then operate 
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against saving rather than for it. On the other hand, such saving 
as did take place might prove more lucrative than at present as invest- 
ments would have to submit to the market test. 

Mr. Amos has an interesting chapter on the federal tax on undis- 
tributed profits in which he discusses the arguments by which it was 
opposed and defended, and its effects on dividends up to the time 
at which he was writing (1937). Even at this date he held out little 
hope for the life of this child born of a union between financial ex- 
pediency and social principle. One can understand the condemnation 
which poured forth from business men on the one hand and sur-tax 
payers on the other, but it is not very clear that the small investor 
in the large corporations had much to lose. 

Though it contains little original material, this volume is a very 
useful summary and comparison of views relating to problems in 
connection with which the greatest need is more factual information. 
Mr. Amos has done an important service in marshalling the evidence 
in such a way as to draw attention to the unsolved difficulties. 


Ronatp S. Epwarps. 


Modern Money. By Myra Curtis and Hucu ‘TownsHEnp. 


George G. Harrap & Co. Ltd. 1937. 320 pp. 7s. 6d. 


In these days no book on money can hope to please everybody. 
The authors of this one have tried at least to please themselves. They 
accept much of the doctrine of Mr. Hawtrey and of Mr. Keynes, but 
they have not slavishly followed either of these writers. Independence 
of thought, however, is dangerous in an introductory work. The 
risk can be justified only by a little masterpiece, and this book is not 
quite that. Teachers will probably prefer to tell their students to 
read Mr. Hawtrey and Mr. Keynes for themselves. 

I think the book would have pleased many people more if the 
authors could have accepted the dogma that savings equal invest- 
ment. Their rejection of this gets them into difficulties when they 
deal with hoarding and with money income. On the other hand, 
some people might have been more pleased if the writers had been 
less influenced by certain notions now prevalent. Of these, I will 
mention two. 

The first is the notion that the demand for money is directly related 
to the rate of interest in the sense of the yield on consols. This seems 
to me a drastic over-simplification. When our authors made the 
curt statement, on page II, that money is “ currency notes, coin, 
and the bank balances on which we can draw by cheque ”’, did they 
not feel that somehow, sometime, deposit accounts should be brought 
into the picture? When they declared on page 150 that “ broadly 
speaking ” the various rates of interest all rise and fall together, did 
they got hear a distant rumble of thunder on the left? On the whole, 
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this book is refreshingly realistic. Would it not be more realistic 
and more enlightening to consider money as one of several types of 
assets and to show that the way in which a person wants to distribute 
his total assets among different types depends on various factors : 
his temperament and circumstances, the total value of his assets, the 
“yield ” in the widest sense of each type, and his expectations of 
how yields and values will change ? 

The second notion relates to public works. Our authors show very 
well how the whole system depends on spending, but they get so 
carried away by their enthusiasm for spending that they give the 
impression that public works are always and everywhere an infallible 
cure fora slump. Indeed, they assert on page 107 that during recent 
years “deliberate Government expenditure on public works was 
tried, with acknowledged success, in Italy, Germany, Belgium, 
Sweden, and the United States.” This reads more like a wish- 
fulfilment than a sober statement of fact. 

Nevertheless the book has several merits. It is pleasantly and 
for the most part very clearly written. The numerous statistical 
illustrations are admirably chosen. A number of points are made 
very well indeed. It is not very suitable for an introductory text- 
book, but it is a careful and thoughtful exposition. 


F. BENHAM. 


The Economic Policy of France. By the Hon. Gerorce PEEL. 
Macmillan & Co., Ltd. 1937. vi + 242 pp. 8s. 6d. 


This book claims to analyse the economic policy of France from 
1914 onwards, but in fact it deals mainly with the public finances 
of France during this period. Here the author is on ground which 
he clearly knows very well, and his review is most informative and 
interesting. Perhaps the main conclusion which emerges is that, 
whether or not a budget deficit is a good weapon to use against a 
slump, a continued deficit can exert a very depressing influence on 
the whole economy of a country such as France. The remedy sug- 
gested in this work is a scaling-down of the interest-charge on the 
national debt. I should have thought that an increase in direct 
taxation was desirable, but the author seems convinced that this is 
not possible. 

The book as a whole is disappointing not for what it contains but 
for what it omits. Little is said about immigration, or the changing 
location of industry, or Protection, over the period. The fascinating 
episode of the Blum experiment is discussed far too briefly. The 
author writes so very well that it is a pity he did not give more space 
to the last few years. 

F. Benuam. 
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Principles of Economics. By Freprric B. Garver and Atvin 
Harvey Hassen. Boston: Ginn and Company. 1937. 686 pp. 
17s. 6d. 


This is a revised edition of this well-known and excellent intro- 
ductory treatise. It now includes discussions of the more important 
changes in economic practice during recent years and the chapters 
on value have been rewritten in order to give a more up-to-date 
account of the theory of imperfect competition. Its main drawbacks 
are its price, its length, and, for English students, the space given 
to descriptions of American institutions and legislation. Nevertheless 
the teacher in search of an elementary textbook should consider this 
work carefully before deciding whether or not to recommend one 
of the cheap seven-and-sixpenny products now on the market. 


F. Benuam. 


Market Control in the Aluminum Industry. By Donatp H. Wattace. 
No. 58 of Harvard Economic Studies. Published in England by 
the Oxford University Press. 1938. xxix + 573 pp. 2Is. net. 


In the belief that ‘‘ we need more studies of the different mixtures 
of competitive and monopolistic forces in particular industries . 
where the conditions of pure competition are not even approximated ”’ 
Professor Wallace has written a book which is an important contri- 
bution to our knowledge not only of the aluminium industry but also 
of the working of market forces in general. The book is divided into 
four parts dealing respectively with technology and historical develop- 
ment, with the reasons for the continued existence of single-firm 
monopoly in the production of primary aluminium in the United 
States, with the consequences of various forms of market control— 
single-firm monopoly in the Unites States and oligopoly (with and 
without cartel agreements) in Europe, and lastly with the relations 
between integrated monopoly of ingot aluminium and competitors 
at the fabricating stage. There are six appendices and a 
bibliography. 

As soon as account has to be taken of a rapidly shifting demand 
curve and great uncertainties, the assumptions of oligopolistic com- 
petition in static conditions are found to be unrealistic. In an interest- 
ing chapter comparing the theoretical possibilities of different types 
of market control Professor Wallace argues that in these conditions 
oligopoly is likely to produce on the average a larger investment and 
output than single-firm monopoly, even when the oligopolists take the 
indirect effects of their actions into account. Moreover Professor 
Wallace stresses the importance of the continuous adaptations of 
aluminium to, new uses (mostly in the form of new alloys). Here the 
uncertainties are so great that oligopolists can take into consideration 
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only the direct results of) the introduction of a new adaptation. 
Oligopoly is,’ therefore, likely to result in the introduction of! more 
improvements than single-firm monopoly. 

One of the most interesting conclusions, which emerge from this 
study is) the importance, of institutional) factors in the development 
of monopoly;.. Economies of. scale are  not,,,in| Professor .Wallace’s 
view, such as \to necessitate single-firm monopoly in ingot production. 
He is of the opinion that the failure of competitors, to enter the industry 
1s to be attributed to,the tariff and patent, protection facilitated, by. an 
almost complete lack. of, any, information jrelating to,costs.or to} the 
financial position ofthe American Aluminum Company. The exten- 
sion of patent protection, from 1906 to, 1909-~a period, of increasing 
demand—enabled. the; Aluminum. Company jto jexpand) /sufficiently 
to.make subsequent entry, of competitors, extremely, difficult,,., It is 
interesting to know that in\1912 the capital and surplus) of the company 
was. $30,000,000 . of which, $28,000,000, had been contributed from 
profits, ) 

For the most part criticism of the Aluminum Company has come 
from independent. fabricators competing at this, stage ,with, the 
integrated ,monopoly. and dependent;on,,the latter for. supplies of 
primary ingot. .,Professor,.Wallace analyses :in, detail, the problems 
of the price differential in sheet) production, in the utensil industry 
and in the) sand-castings,industry ; and the), difficulties; of proving 
the existence of “ unfair.’ discrimination within the; meaning of the 
Federal Trade Commission Act... He is, doubtful whether, on balance, 
the result of attempts to control monopolistic practices in this field 
has been) beneficial to any,of, the parties. concerned. As, he shows, 
neither the Federal Trade. Commission nor, the. Department of. Justice 
understood sufficiently,.the economic issues |involved—which) were in 
any case) extremely complex... The, elaboration, of. a code) of | rules 
relating to, prices would, be no, easy. matter,and its administration 
would be even: more, difficult.,;,,Professor, Wallace, while not offering 
any plan for reform, appears to, favour, the production, of primary 
ingot by a Government Corporation as a| means of maintaining com; 
petition at the fabricating stage and of inducing the “ ideal” investment 
and output policy in the production of ingot.. Some readers, however, 
will draw the conclusion from this study that.the only way-to control 
monopolies whose existence is not dependent on, economies. of scale, 
is to attack directly those institutional factors such as patent legislation, 
tariffs and the corporation laws which are responsible for the emergence 
of the monopoly, rather than, to elaborate a» complicated. code: of 
“ fair”? business practices whose successful administration is more than 
doubtful... Those who think that the problem of ensuring “ ideal” 
output can be solved by any,set of simple instructions to monopolistic 
organisations, will find in Professor Wallace’s, book little to strengthen 
their faith in the practicability,,of such policies. ) 

(PERT? R. F. Fow er. 
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Structural Changes and Business Cycles in South Africa, 1806-1936. 
By C. G. W. Scuumann. London: P. S. King & Son, Ltd. 
1938. xix + 397 pp. 16s. 

The introductory chapter to this book is a discussion of method, 
calculated to justify the statistical work which follows. Dismissing 
an immediate uncomfortable feeling that he may be expected to 
contemplate disequilibrium with a mind closed to the idea of equili- 
brium, the reader may next be perplexed to find that, although 
deductive economics hindered constructive work on the trade cycle 
(p. 2), it yet made clear the essential problem (p. 13). And he will 
never be quite certain whether an insistence upon making the de- 
ductive method complementary to the inductive is meant to be a 
quarrel with the fundamental axiom that a man has preferences. 

Part I, presenting statistics relating to the period 1806-1909, 
finds a coincidence of expansion with structural change, but no 
strong correlation between rising prices and expansion. The section 
on cycles tests for correlation between periodicity and “stage of 
economic development, rapidity of economic growth and structural 
change, and secular price trend”: the result of the test is negative. 
The author’s discussion falls below the logical standard set by himself; 
it is frequently question-begging. A boom is described as “ over- 
intense”, without any explanation of how it is a deviation from an 
ascertained norm of intensity; ‘“‘over-expansion” and “ over-con- 
traction” are used in the same way; and “ over-prosperity”’ is 
offered as an explanation of a subsequent recession. And here, and 
throughout the book, there is-a propensity to assume that inverted 
commas avoid the necessity of definition. 

Part II, covering the period 1910-36, is divided into a long chapter 
headed “ Economic Growth and Structural Change ”, which discusses 
a variety of statistical series; a chapter presenting 14 time-series 
to measure the cycles; and three chapters on the cycle and banking 
and currency, foreign trade, and mining respectively. From much 
that invites criticism, one may select the absence, in the treatment 
of the 1932 depreciation, of any discussion of the effects of a contrary 
policy. Such a discussion should have thrown light on the question 
of how much of the post-depreciation gains to South Africa as a whole 
—after allowing South African robbed Peters to cancel South African 
paid Pauls—depended on South African depreciation. Instead, we 
find the assertion that the contrary policy was impossible, because, 
had the Government not depreciated the currency, it would have 
fallen, and its successor would have carried out the depreciation 
instead—a surprising assertion from one who both deplores unverified 
speculation, and allows (p. 385) the existence of a South African 
people capable of making its own decisions. Avoiding the analysis, 
the author approves the policy, and attributes to it gains which closer 
analysis might have attributed to conditions already present. 

The chapter on foreign trade is a confusing and rather abortive 
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effort to isolate items whose fluctuations show a correlation with the 
cycle and the balance of trade. Out of the chapter on mining can 
be sifted the idea of the gold mining industry as a stabilising factor— 
but an unreliable one, because costs and taxes do not always behave 
appropriately. ’ 

Part III resumes the discussion of method, with special reference 
to forecasting. Amongst other methods, diagnosis and prognosis, 
doctor-fashion, is recommended ; and, for this, economic theory is 
regarded as generally essential. But although space is devoted to a 
sort of short anthology of modern trade cycle theory (pp. 364-370), 
there is no attempt to use the material collected in the book to test. 
the theory with the rigour demanded by the introductory chapter. 
Towards a study, regarded as essential, of ‘‘ the whole ‘ constellation ’ 
of the economic system during each cyclic phase”, the author con- 
tributes “‘ A Business Barometer ” of 18 time-series. This is followed 
by a forecast that the boom in South Africa is nearing its end. 

Here emerges also the author’s belief in directive State policy to 
achieve “stabilisation” (‘‘the elimination—total or partial—of 
all types of economic fluctuation, seasonal, cyclical, long-period and 
irregular”’); and his belief that “‘ objectives of a purely social, 
psychological or racial nature may justify economic sacrifices, may 
override the possible objective of the maximisation of total utility ”’. 
And one finds much besides to confirm one’s earlier suspicions that 
the pains to put deduction in its place were calculated to let in 
dogma. 

G. F. ‘Trirusy. 


The South: Its Economic-Geographic Development. By A. E. Parktns. 
New York: John Wiley & Sons, Inc. London: Chapman & Hall, 
Ltd. 1938. 528 pp. 26s. 


This is a geographical account of the economic development of 
the Southern United States. The author writes that he “ has made 
no conscious effort to keep the material within the recognised boundaries 
of any one or two academic subject matter fields”. The idea of 
development, implied-in the title, does actually permeate the work, 
which is essentially an essay in changing geographical values. The 
South of which the author writes is that of the Census, and includes 
the “ Upper South” (i.e., Delaware, Maryland, and the Virginias) 
as well as the cotton states. 

An introductory chapter outlines the evolution of the South which 
it is the purpose of the book to describe, and is followed by Part I 
(a sixth of the volume) which the author devotes to a descriptive 
treatment of the natural environment itself, and of its modification 
under the influence of European Settlement, As this section contains 
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The Analysis of Costs of Retail 
Distribution’ 


Illustrated from Data relating to a Sample of Departmental 
Stores. 


By Arnotp Prant and R. F. Fowter 


Tuts paper is devoted to a study of the operating experience 
of a sample of retail shops all of which classify themselves 
as department stores. Almost the whole of the commodities 
which they sell are purchased by them from manufacturers 
or other traders in a finished condition. All of these stores, 
to a greater or less extent, undertake the delivery of the 
commodities they sell to the homes of their customers. 
Each member included, while not necessarily knowing the 
identity of the other members, is sufficiently confident that 
his business is usefully comparable with theirs to induce 
him to make that comparison possible. 

This confidence in the relative homogeneity of their 
business activities is important because so many attempts to 
compare costs of distribution are invalidated by the dis- 
similarity of the work done. There is so much variation in 
the amount of assistance which manufacturers render at 
the distribution stage, in the services which the distributors 
themselves offer to their customers, and in the degree to 
which different classes of consumers are prepared to undertake 
part of the distribution function for themselves, that 
comparisons must be made with great caution. The question 
of the justification for confidence in the present comparisons 
will need to be investigated. 

The content of the present paper is based upon data 
supplied, over the seven years of trading operations beginning 

1 This article embodies the content of a paper read on 14th December, 1938, before the 
Manchester Statistical Society and published in the Transactions of that Society. 
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on February Ist, 1931, by department stores in Great 
Britain which are members of the Retail Distributors’ 
Association. 

The form of the questionnaire which has been employed 
each year was determined by a committee comprising 
department store accountants and other experts, in addition 
to the two authors. The blank schedules have been 
distributed under code numbers to the collaborating stores 
by the secretariat of the Retail Distributors’ Association, 
and re-coded by the Statistical Department of the Bank 
of England which has acted as intermediary between the 
stores and the present authors, who throughout the enquiry 
have been responsible for the work of analysis and compila- 
tion of annual reports. The coding system has enabled 
contact to be maintained between the compilers and their 
anonymous collaborators in the enquiry. 

In determining the content of the questionnaire it was 
necessary first of all to decide one or two major questions 
of classification and definition. 

In the first place it has not been possible to isolate a 
figure corresponding exclusively to entrepreneurial receipts 
or “ profit.” That would have involved either a separate 
valuation of each of the assets of each store, in order to 
make a charge for interest at the appropriate market rate ; 
or alternatively it would have involved a valuation of the 
net worth of each business taken as a whole having regard 
to the anticipated flow of future net income. Either procedure 
is clearly impracticable if the valuation decision is to be 
left to the collaborating firm, for there could be no expectation 
of consistency of criteria to be adopted by over too valuers. 

Since interest cannot be separated it has to be recognised 
that rent also is incapable of accurate assessment. A store 
may own its premises, or occupy them on a long lease at 
a conventional rental, or on a short lease at a rental approxi- 
mating to the current market rate. In the case of Rentals, 
a satisfactory index is fortunately available upon a com- 
parable basis in the Gross Schedule A tax assessment. On 
expert advice the Gross assessment has been preferred to 
the Net assessment on grounds of comparability, although 
maintenance and repairs to buildings is also separately 
shown as a cost. 

Inability to isolate interest (except for the arbitrary 
index of rent) has meant that after separating all other 
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items of cost, the net margin remaining when the cost of 
goods sold and all identifiable costs have been subtracted 
from sales, includes the interest cost as well as any “ profit.” 
Clearly, the interest charge will not be a constant proportion 
for all stores; for example, the larger stores have oppor- 
tunities for substituting mechanical aids for labour which 
are not open to the small stores, and they will, therefore, 
show a lower labour cost against which must be reckoned 
an increased charge for interest which is included in their 
net margin. We must beware of concluding hastily that 
large net margins necessarily mean large net “ profits.” 
The valuation problem cannot be completely avoided. 
It is necessarily involved in the computation of the cost of 
goods sold, which figure is derived from the value of’ the 
opening stock, the actual cost of stock newly purchased 
during the period, and the value of closing stock at the 
end of the period. It cannot be expected that all the 
collaborating firms adopt the same method. But it may 
with some confidence be assumed that the same firm will 
be consistent, over a period, in whatever method it adopts. 
In our view, therefore, the figure representing Gross Margin, 
being the difference between the net revenue from sales 
and the cost of goods sold, which is clearly of vital importance, 
can be regarded as a reliable indication of the value added 
at the retail stage to the goods which have been distributed. 


THE REPRESENTATIVENESS OF THE SAMPLE 


Another important limitation attaches to the significance 
of the results derived from this sample enquiry. It provides 
us with the value added at the retail stage but only in respect 
of those stores which have voluntarily decided to collaborate. 
The sample is in no sense a random sample. Whatever views 
we may privately hold about the degree to which it 1s 
representative of department stores as a whole we have no 
justification for extrapolating our results to cover department 
stores as a whole. It is known that the sample includes the 
great majority of the better known stores in Great Britain. 
But we know also that they differ from the rest in their 
willingness to collaborate in this enquiry and it would be 
injudicious to assume that their business behaviour is strictly 
comparable in all other respects. Still less justifiable would 
be any attempt to extrapolate from these results to the retail 
trade of the country as a whole. 
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Having said so much, however, we should be equally 
careful not to under-rate the significance of the sample. In 
each of seven years over 100 stores have collaborated ; their 
total sales have averaged over {50,000,000 each year, they 
employ a staff of about 45,000 people and have an annual 
wage bill of about {6,500,000, and they carry at any one 
time about {8,000,000 worth of stock. 

In what precisely does the significance of their combined 
experience consist ? 

It should perhaps be suggested first of all that the figures 
relating to any one period possess a greater value to the 
collaborating firms than they do to the detached student of 
social phenomena. The opportunity for the first time to 
compare its own operating experience with the general 
experience of stores which it believes to be comparable, 
provides a store with new information of definitely substantial 
importance. It is not that any special virtue attaches to 
possessing or attaining to a cost structure corresponding to 
that of generalised experience, but simply that, until the 
opportunity for such comparisons presents itself, the firm 
has no ordinates in relation to which it can plot the figures 
of its own experience. The pooled figures enable a map 
to be constructed upon which the firm can mark its own 
position. The map cannot show roads along which movement 
is possible. Much less can it indicate the desirable direction 
of movement. It serves simply to reveal differences of 
position. The firm is enabled to raise questions, the answers 
to which are likely to be significant for policy, in terms which 
hitherto could not have been formulated. Its managers 
may be surprised that its costs are different; for the first 
time they are cognizant of the fact and can explore the 
reasons. They may be equally surprised that they are not 
different. In either case an enquiry may be launched which 
is likely to precipitate suggestions concerning future policy. 
The firm may discover that its divergences from the average 
provide evidence of a market advantage which may be still 
further exploited, or on the other hand, that they indicate 
weaknesses which are better eliminated. 


CoMPARABILITY WITHIN THE SAMPLE 


For the generalised figures to be useful in this way it is 
clear that the collaborating firms must be comparable. If the 
purpose of the comparison is to reveal differences in costs of 
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performing the same services in differing market conditions, 
as for example, the differences involved in running a high- 
grade shop in different regions, then we must be reasonably 
certain that the class of trade is really comparable in the 
various regions, and the comparison is still more likely to 
be useful if it can be made between stores of approximately 
the same size. Even so the main lesson to be drawn may 
be that stores which appeared to be comparable are in fact 
far more heterogeneous in character than had previously 
been realised. A firm may wish to be able to compare its 
costs with those of others because it believes that the services 
they all perform are broadly similar, and that any differences 
which the comparison reveals either will have been those 
which it anticipated on account of peculiar market conditions, 
or, if not anticipated, will be capable of explanation and 
remedy. If, in fact, still other differences are revealed, the 
firm may reasonably conclude that it is not in fact really 
comparable, and may be led to realise the nature of differences 
of which it was previously unaware. It may decide 
to develop its differences rather than to imitate the 
others. | 
If the size of sample is large, a great number of different 
groups may be assembled for analysis upon different 
hypotheses concerning the likelihood that the firms in each 
group should be usefully comparable. Different criteria 
can be chosen, and groups of stores assembled which are 
homogeneous in respect of any one criterion. Failure to 
discover any significant relationship between the experience 
of firms in particular groups may lead to a realisation that 
the criterion was not itself significant. To take an obvious 
example, the view has been widely held that high rates ot 
stock-turn are associated with prosperity. If stores are 
grouped solely in accordance with their rate of stock-turn 
this view will probably appear to be substantiated. Further 
analysis will probably reveal that not all stores with high 
rates of stock-turn are prosperous, nor do all with low rates 
of stock-turn report losses. It may then be discovered that 
the stock-turn is associated closely with the size of store ; 
that large stores, in general, secure a much higher rate 
than, on account of the “ indivisibility ” of stock, a small 
store will generally obtain. Still another grouping will 
associate different rates of stock-turn with differences in 
the types of goods sold; fish, to be successfully sold, must 
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be “turned over”? much more rapidly than is the case 
with jewellery. 

In the case of the samples of over I1oo department stores 
which have pooled their figures in each of the seven years 
since 1931, the homogeneity of the whole group was tested 
firstly by separating those which concentrated upon the 
trade in various groups of merchandise, from others which 
were more comprehensive in their range. There are six 
main groups of merchandise, viz. Piece Goods, Women’s 
Wear, Men’s and Boys’ Wear, Boots and Shoes, Furnishings, 
and Hardware, which are usually distinguished; and of 
g2 stores (for which information could be obtained) two-thirds 
deal in at least five of them; while one-half cover the entire 
range. On the other hand, eight of the 92 concentrate on 
one of these main types of merchandise, and six others on 
two groups only. Of these latter 14 stores ten include 
women’s wear. Even that degree of concentration does not 
imply narrow specialisation; each group comprehends 
many different types of merchandise, sold in many separate 
departments and presenting a variety of cost and merchan- 
dising problems. Whether or not in aggregate their 
merchandising problem is sufficiently different in nature, 
from that of the stores undertaking a more comprehensive 
trade, to render comparisons valueless clearly has to be 
investigated. 

The sales and costs of each of these groups were separately 
analysed with reassuring results. The differences revealed 
in Gross Margins and in Total Costs were in each case no 
greater than could reasonably be attributed to scale of 
operation, or to the quality of trade undertaken as distinct 
from the nature of the merchandise. One exception should, 
however, be made. A dozen of the larger stores in the 
sample conduct a business in foodstuffs, and that type of 
trade is clearly peculiar, for example, in the amount of 
delivery expense which it entails. Where the trade in food 
is considerable the high rate of stock-turn in that class of 
merchandise, which is associated with low gross margin 
and low expenses when reckoned as a percentage of sales, 
affects the main cost figures. The possibility of food depart- 
ments has to be kept constantly in mind when making 
comparisons. 

Comparisons might have been vitiated by differences 
in the range of merchandise sold in different stores ; but even 
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if all the stores handled the same range, differences in quality 
of trade might equally be expected to exert an important 
influence. We can readily conceive of more expense or 
different kinds of expense being involved in selling a high- 
class exclusive speciality product as compared with a mass- 
produced and nationally branded article which falls in the 
same category of merchandise. A shopkeeper might well 
regard it as sound business policy to send women’s wear 
of high value out on approval, and maintain an expensive 
credit and debt collection department in connection there- 
with, whilst none of this expense might be justified in the 
lower class of trade. If the sample is sufficiently large to 
permit of the separation of stores on the basis of the quality 
of the trade done, comparisons will be much more enlightening. 
In the present instance this separation has been possible 
from the outset. 

Comparability may be impaired still further by differences 
in method of doing business, which may be the necessary 
consequence of differences in the market or, on the other hand, 
the deliberate choice of the shopkeeper. An important 
instance is the conduct of a business upon a cash or credit 
basis. Credit may be almost unavoidable in certain types 
of business ; in other cases it may be adopted in the belief 
that an increase in sales will result which will more than 
compensate for the additional costs involved. 

The same consideration of homogeneity suggests the 
necessity for still further separation according to region. 
It is known that demand conditions and cost conditions arc 
different in important respects in the Centre and West End 
of London from those obtaining in the Provinces and in the 
London Suburbs. It would be unfortunate if so much 
emphasis were laid upon regional differences that unwarranted 
doubts were raised concerning the comparability of depart- 
ment stores throughout the country as a whole. But that 
does not mean that we should neglect to take every oppor- 
tunity which the size of sample offers to make further 
comparisons limited to stores in particular regions. Shop- 
keepers themselves will rightly be far more interested in 
comparisons with their peers in their own locality than with 
those in the whole country. 

We have left to the end of this discussion of homogeneity 
a factor which appears to us to be of importance equal to 
the class of trade in its influence upon operating results, 
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namely, the scale of operation of the business. The significance 
of “indivisibility ” is evident throughout. There is a 
minimum range and value of stock, a minimum staff, and 
a minimum equipment which is necessary if a department 
store is to be kept in being. The greater volume of sales 
secured by those department stores which enjoy a wider 
market does not involve them in proportionately larger 
costs so far as these expenses are concerned. Stores with 
greater sales can afford a specialisation of equipment and 
staff which cannot be supported by a smaller volume of 
business ; the stores with still larger sales enjoy a further 
advantage in that their greater sales do not involve them 
in a proportionate extension of specialisation and “ depart- 
mentalisation.”” In the department store world, as else- 
where, the advantages of scale are not indefinite; there is 
a point beyond which the costs of central administration 
are more than proportionately greater, the larger the store. 
It is clear that store managers will be most concerned with 
comparisons of their experience with that of similar stores 
operating on a similar scale. 

With a sample as small as a little over 100 department 
stores the extent to which these sub-divisions can be carried, 
separating groups of greater and greater homogeneity by 
taking account of all of these considerations, is clearly very 
limited. A very small sample is unsatisfactory for two 
conclusive reasons. No modal behaviour can be expected 
to emerge, nor will it be possible to conceal the identity of 
particular stores. But it is clear that the sub-divisions 
must be taken as far as these two considerations permit. 


DEFINITIONS AND Cost CLASSIFICATION 

The definition of annual value of sales, of the cost of 
goods sold, and consequently of the gross margin may be 
set out as follows :— 


ANALYSIS OF TRADING 
I. Gross SALEs. 
Less credits and discounts (these covering any discounts 
to staff and trade customers) and discounts for cash or for 
monthly payments. 


Net SALES 
II. Cost or Goons Sop. (See note 1) 
Separate figures for (1) . . . (3) need not be given provided the total figure Gross Cost of 


Stock includes them. 


1 Nore.—All Salaries and. Wages include National Insurance Contributions where paid, 
and a proportionate charge for Housekeeping, if provided. 
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(1) 
(2) 
(3) 
(4) 
(5) 


(6) 
(7) 


(8) 


(9) 


(Io) 


Il. 
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Net Stock, at Cost or Valuation, at beginning of 
period as shown by the stocktaking. 

Plus Goods purchased during the period at invoice 
price after deducting all trade discounts, but mot 
counting house discounts. 

Plus Carriage, freight, parcel postage, inward insurance 
and similar charges incurred in connection with 
purchases, if not elsewhere included. 

Plus Customs duty and landing charges on goods 
purchased, if not elsewhere included. 

Plus Buyers’ travelling expenses. 

Plus Foreign offices’ commissions. 

Plus Salaries and Wages of all production departments, 
including work-rooms and alteration rooms, together 
with the cost of maintenance, repairs, and depreciation 
on the productive plant and cquipment in such 
departments. 

Plus Wages only in hairdressing, manicure, restaurant 
(kitchen staff only), removal and warehousing depart- 
ments, together with wages and travelling expenses of 
piano tuners, but not including salaries of the managers, 
which shall be charged to Expenses. 


Gross Cost oF Stock 
Less Counting house discounts received. 


Net Cost or Stock 


Less Stock, at Cost or Valuation, at end of period as 
shown by the stocktaking. 


Net Cost or Goops SoLp 


Gross Marcin (Net Sales less Net Cost of Goods Sold). 


The operating expenses have in their turn been classified 
in five main divisions, viz., Administration, Occupancy, 
Publicity, Merchandising and Despatch. In each division, 
salaries and wages are segregated under the heading 
‘“‘ Personal”. The break-down of the five expense divisions 
is shown below :— 


1. ADMINISTRATION 


Impersonal Personal Total 
Executive . 
Salaries Executive 
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B. 


Impersonal 

Accountancy 

(1) Bad Debts 

(2) Audit Fee 

(3) Counting 
House & Office 
Equipment 

General 

(1) Stationery 

(z) Letter 
postage 

(3) Telephones 

(4) Commercial 
Insurance 

(5) Legal and 
Professional 
Services 
Travelling 

(7) Subscriptions 
to Charities 

(8) Miscellaneous 

Staff Expenses 

(1) Welfare 

(z) Athletic and 
Social 

(3) Uniforms 


2. OccuPpANcy 
A. Buildings—Rent and Rates 


(1) Rent 
(2) Rates 


General 

(1) Heat, Light. 
Power and Water 

(2) Maintenance 
and Repairs 

(3) Depreciation 

(4) Cleaning 

(5) Miscellaneous 


3. Pusuiciry 


a. 


B. 


General Advertising 
(1) Press 

(2) Direct Mail 

(3) Other Advertising 
Display 


4. MERCHANDISING 


A. 


ECONOMICA 
Personal 
B. Accountancy 
Salaries and 
Wages 
Cc. General 


(1) Clerical 
salaries and wages 


(z) Telephones 
(3) General Wages 


Staff Expenses 

(1) Welfare, Athletic 
and Social— 
Salaries and Wages 

(2) Canteen 

(3) Pensions 


General 
(1) Heat, Light, 
Power and Water 
(2) Maintenance 
and Repairs 
(4) Cleaning 


(5) Miscellaneous 


General Advertising 


Display 


Buying 

(t) Buyers and 
Buyers’ Clerks 

(2) Receiving and 
Marking 

Selling 

(1) Assistant 
Buyers and 
Shopwalkers 

(2) Sales 
Assistants 

(3) Mail Order 


[MAY 


Total 


Accountancy 


Gencral 


Staff Expenses 


Buildings— 
Rent and Rates 


General 


General. Advertising 


Display 


Buying 


Selling 
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5. Despatcu 


Impersonal Personal Total 
(1) Packing and (t) Despatch Room 
f Wrapping and Packers 
materials etc.—Wages 
(z) Parcel Postage. (2) Drivers, etc. 
Rail, etc. Wages 
(3) Van supplies and 
Upkeep, ete. 
(4) Hire of Delivery 
Vehicles 


(5) Miscellaneous 
Despatch 


THe EXtTenT oF THE SAMPLE 


In each of the seven years beginning with the financial 
year Ist February 1931 to 31st January, 1932, information 
on each of these cost items has been obtained from over 
Ioo department stores. The distribution of the stores is 
summarised in the following two tables. : 


NuMBER OF STORES Net Sales 
m 


rose fiow [|e fis [ne wir] 


£ 
107 | 106 | 106 54,379,283 


All Stores 
London 32 30 31 29,006,118 
Provinces 75 | 76 | 75 | 255373,165 


43 | 44 | 45 | 21,946,980 


High and High-Medium 
64 | 62 | 61 | 32,432,303 


Medium and Low 


NumBer oF SToRES 


Cs [oe | 


Net Sales per Store 


Under £100,000 28 26 26 
£100,000-£250,000 32 33 29 
£250,000-{500,000 26 24 26 
£500,000-£ 1,000,000 9 12 12 

12 12 13 


Over {1,000,000 


All Stores 107 106 106 


The four tables which follow show the main operating 
figures for the sample of 106 Departmental Stores which 
collaborated in the enquiry for the financial year ending 
31st January, 1938. 
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It is not proposed to discuss these tables in detail, but 
one or two of the outstanding differences between the two 
classes of trade and the various regions ought not to be 
passed over without comment. 

The Gross Margins secured in the High Class trade are 
substantially higher than in the rest. Their Total Expenses 
are also larger, but so also are their Net Margins. It may be 
that the Net Margin percentage includes different amounts of 
interest in the two cases. The London stores show higher 
Gross Margins but they also show higher Total Expenses than 
the rest of the country. The London Suburban Stores do not 
secure higher Gross Margins to compensate for their higher 
costs. In the North Provinces costs range higher than in the 
South and once again the Gross Margins are not sufficiently 
high to compensate, although the disparity is not considerable 
in the low class of trade. 

The differences in operating experience recorded by 
stores of different size aré most striking. The larger stores 
do not show much higher Gross Margins: if they buy more 
cheaply they lower their prices. The larger stores show 
substantial savings in Tota] Expenses; and economies are 
secured mainly in the divisions of Merchandising (very largely 
as we shall see in the cost of Buying), in Occupancy, and to 
some extent in Administration. On the other hand it costs 
them a good deal to reach their larger public as witnessed by 
their higher costs for Despatch and Publicity. 

In addition to the 4 preceding summary tables a broad 
indication may be given of the break-down of each of the 
5 main divisions of Expense. The figures are approximate, 
averaging some recent years, and relate to the sample taken 
as a whole. 


Administration : Percentage of Net Sales 
Impersonal Personal 
Executive Ae 50 ie on di _ 1°25 
Accountancy .. a as of Ss 0°25 1+05 
General 25 ite ai 43 ms 1°35 0:70 
Statt |.. * ; a ws a 0°05 0°25 
165 3°25 
Occupancy : 
Rent and Rates ; 2 A a 3°35 — 
General Ny : ay 2°10 o*60 
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Publicity : 
Percentage of Net Sales 


Impersonal _ Personal 


General Advertising .. ry 2°40 Orns 
Press > R. ay 1°35 
Direct Mail + As 0-80 
Other ie Aa as 0°25 
Display = via - 3 0°35 0°20 
2575 P:35 
Merchandising : 
Buying wip 59 e a x — 1*go 
Selling + or a o- ae — 6°35 
25 
Despatch : 
1°35 1°05 


Measures of dispersion have been calculated for the more 
important averages. The inter-quartile range is shown in 
the following tables against the weighted average figures 
relating to the year 1937-38. 


Tasre V. 


Showing the Range of Deviations of Actual Returns from the Average Figures of Gross 
Margins, Net Margins, Impersonal and Personal Expenses and the Main Expense Divisions 
ior 106 Stores taken together (All Stores). 


Lower 


Quartile 


Weighted 
Average 


Gross Margin 31°29 28-94 33°02 
Total Expenses 24°76 23°81 27°51 
Net Margin .. 5 6+ 53 2°83 8-58 
Inpersonal Expenses “25 lo" 12°94 
Personal Expenses “64 12° 14°85 
Administration 4°96 4° 5-73 
Occupancy 6°07 5° 8-01 
Publicity “it i 3:52 
Merchandising +23 8. 9°82 
Despatch 39 is 2°19 


When a measure of dispersion is associated with the 
averages for particular items in the 52 cost headings which 
are distinguished, the spread is inevitably wider. For two 
of the items—Press Advertising and Buying—the dispersion 
has a special significance in relation to the size of store, 
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Taste VI. 
Showing the Range of Deviation from the Average Figures of Press Advertising Expense. 
Weighted Lower Upper 


Average Quartile Median Quartile 


All Stores 1°48 
London 2*47 
Provinces 1°31 
High 1°44 
Low 1-66 
Sales : 
Under {100,000. . 0-98 
£100,000—£250,000 1°05 
£250,000—f 500,000 1*32 
Over {£500,000 .. 2°37 
High : 
Sales : 
Under £250,000. . 0°90 
Over {250,000 .. 1°88 
Low: 
Sales : 
Under {250,c0o. . 1-42 
Over {250,000 .. 1°82 


Tasie VII. 


Showing the Range of Deviation from the Average Figures of Buying Expense. 


Weighted Lower Upper 
Average Quartile Median Quartile 
All Stores “5 Te) 
London . - ee 
Provinces re =e sie : : *59 3°19 
High .. a s ee . : +68 321 
Low aye 40 2: 87 
Sales : 
Under {100,000 3°67 
{100,000—{250,000 3 31 
$250,000—f500,000 2: 74 
Over {500,000 2-10 
High : 
Sales : 
Under £250,000. . 3°59 
Over {250,000 ., 2-88 
Low : 
Sales 
Under {250,000. , 38 


Over {250,000 . 


ty we 
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Tue SIGNIFICANCE OF Press ADVERTISING 


The table of dispersions relating to expenditure upon 
Press Advertising is important for the light that it almost 
certainly throws upon the drawing power of this form of 
publicity. The weighted average figure in the first column is 
above that of the median store in twelve of the thirteen 
groups which are separately analysed. For the weighted 
average to be affected in this way, it is necessary that a 
minority of the stores (less than half in view of the median 
figure) which spend more than the weighted average figure 
on Press Advertising, secure a sufficiently large share of 
the total business to pull that average above the median. 
It is perhaps a little disturbing to note that the only group 
of stores to which this does not apply is that consisting of 
stores with the largest sales of all. 

The table shows the wide differences which obtain in 
the Press Advertising Expense of department stores. While 
one-quarter spent less than 0.51 per cent. of their sales, 
another quarter spent more than 1.48 per cent. 

The drawing power of Press. publicity is particularly 
evident in the case of the small stores (sales less than {250,000) 
in the higher class of trade. The weighted average figure is 
greater than the upper quartile ; so much is spent by fewer 
than a quarter of the stores concerned which secure a large 
share of the total business. 


Tue InpIviIsiBILITy OF THE Buyinc ExPENSE 

The table of dispersions relating to the Buying Expense 
is still more illuminating. It shows that the practice of 
individual stores deviates much less from the average than 
is the case with their Press Advertising. Nevertheless, the 
weighted average is generally below the median figure ; 
the stores which secure a more than proportionate share 
of the business report a Buying Expense well below the 
average. The association of a low Buying Expense with the 
power to secure a large share of the business is well exemplified 
by the figures for the larger stores (sales over {250,000 
in both classes of trade). Three-quarters of these stores 
report a Buying Expense higher than the average. 

The table serves to show the extent to which low Buying 
Expenses are the privilege of the larger stores. The separate 
analysis of four size-groups shows that a large majority of 
the stores. with sales in excess of {500,000 (certainly more 
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than three-quarters of them, the upper quartile being 2.10 
per cent.) record Buying Expenses lower than those obtained 
by more than three-quarters of the stores in the other three 
size-groups (lower quartiles 2.57, 2.42 and 2.31 respectively). 


Dynamic ANALYsis: COMPARISONS OVER TIME 


We have concentrated hitherto in this paper upon giving 
an account of the type of analysis of retail costs upon a 
comparative basis which has the most obvious interest to the 
shopkeeper. It is static. It serves to show him where he 
stands, in any one financial period, in comparison with the 
other businesses with which he is anxious to compare his 
experience. 

Far more than this is possible when a sufficient number 
of firms is prepared, as in the case of the department stores of 
Great Britain, to supply the full detail of their operating 
experience regularly year by year. Dynamic analysis then 
becomes possible. Information of very great value can then 
be made available to economists concerning the process of 
adaptation of business activity to changing market conditions. 
To the business man himself the value of the new information 
is no less great. He is enabled to compare the extent of his 
own readjustment with that which has been more generally 
achieved. He can measure the trend and amplitude of 
fluctuation of his own business experience against that of 
his fellows. 

Within the confines of this paper it is not possible to do 
more than illustrate methods of analysis from investigations 
which have so far been undertaken. The methods illustrated 
are capable of wide application, and it is believed may prove 
to be of the first importance both to the trades to which they can 
be applied, and to the student of social phenomena. 

They fall into two categories. 

The first represents a contribution to the study of trade 
fluctuations. It traces the relation between yearly variations 
in the volume of sales, in the cost of the goods sold, and in the 
costs incurred in the process of retailing. The purpose is to 
reveal divergences in the rate of change of the various 
components. It is undertaken for groups of stores classified 
regionally and according to their class of trade. 

The second method consists in grading stores in reference 
to the rate of change in the magnitude of a given variable, and 
analysing for each grade the rate of change of each of the 
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principal operating figures of the stores in that group, so as to 
reveal the concomitant variations. It is a study of the 
elasticities of variation of the various items within the 
period of the year’s accounts. The two examples that are 
taken will, it is hoped, sufficiently illustrate the nature and 
practical significance of this procedure. 


(i) Seven Years or Operatinc ExperiENCE OF A CONSTANT 
SAMPLE 


In each of the seven years 1931-2 to 1937-8 eighty-nine 
department stores in Great Britain, with sales aggregating 
£50,832,763 in the last year, have supplied a record of their 
operating experience. Twenty-seven operate in London and 
sixty-two in the Provinces. Thirty-nine are concerned with 
the high class of trade and fifty with the low. 

Table VIII which follows sets out as percentages of the 
sales in each of the seven years 1931 to 1937 the main divisions 
ot operating figures relating to a constant sample of 8g 
department stores. The financial vear, February Ist, 1931, 
to January 3Ist, 1932, is referred to as 1931, and so on. 

Of what value are these figures ? It is clearly of interest 
to the shopkeeper to know whether stores in general have 
reacted to market changes year by year in the same way as 
his own business. 

To the economist, and particularly to the student ot 
business fluctuations, these figures are probably still more 
illuminating. The Gross Margins of these eighty-nine 
department stores represent their contribution to the national 
dividend. It is the value added at the retail stage, the 
amount distributed to the factors of production there 
employed. It will be seen that in the period 1932 to 1937, 
when the value of the sales of these stores increased, their 
Gross Margins rose as a percentage of sales, and therefore 
rose absolutely also, This section of the retail trade took 
a larger share of the aggregate receipts from the sale of the 
consumers’ goods which passed through it. It must be 
borne in mind that the percentage of Gross Margin is a 
percentage of sales and does not measure the money charge 
made by retailers for distributing each physical unit of goods. 
It cannot, therefore, be inferred that a fairly constant Gross 
Margin percentage implies that the retail trade is charging 
a constant amount for distributing an article ; as its whole- 
sale price falls a constant percentage of ‘‘ mark-up ” yields 
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less and less money to the retailer. A constant Gross Margin 
percentage does not imply inflexibility of the charges made 
by retailers. 

A necessary disadvantage of expressing expenses and 
margins as a percentage of sales is that such ratios conceal 
movements in the numerator and denominator. An increase 
in the Net Margin percentage may conceal a reduction in its 
money value, and it is with the money value of margins and 
expenses that retailers are concerned. A reduction in the Net 
Margin as a percentage of sales will not be disadvantageous if 
the Net Margin in terms of money is increasing. Table IX 
therefore records percentage changes in the actual money 
amounts of sales, margins and expenses. 

It is now possible to make a number of significant com- 
parisons. Firstly it can be seen whether the rate of change of 
sales or of any expense division is greater in one region than in 
another, or in one class of trade. For example, consider 
changes between 1931 and 1932. The fall in sales volume was 
proportionately greater in the Provinces and in the low class 
of trade than in London or the high class of trade. Again, 
the table throws light on the relative flexibility of different 
groups of expense. In each group distinguished Total 
Expenses fell less than Sales; but Personal Expenses were 
teduced more than Impersonal Expenses. The latter indeed 
rose slightly in the high class trade. In 1932 a greatei 
proportionate reduction was obtained in Merchandising 
Costs (entirely Personal) than in any of the other four main 
divisions of expense. Occupancy costs actually increased, 
except in the high class trade ; and, perhaps less surprisingly, 
Publicity also increased in the high class trade and in the 
Provinces. 

In each of the years after 1932 sales increased when 
compared with the previous year ; but the rate of increase was 
not unchanged over the period. Nor was it uniform between 
different regions and between the two classes of trade. In 
general the rate of expansion of sales volume fell off until 
1936, when it showed a sudden rise, but the rate of increase 
was reduced again in 1937. The rate of change of Gross 
Margins follows fairly closely that of sales; thus in 1937, 
although Gross Margin percentage rose, the rate of expansion 
in its money value declined in London and in the high class 
trade. Total Expenses (except in the Provinces) show an 
increasing rate of expansion since 1934. Net Margin in 
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consequence has almost ceased to expand. If the under- 
lying factors responsible for rates of change in these variables 
continue to operate, it may safely be predicted that the 
money value of Net Margin will be reduced in succeeding 
years. The table brings out the useful information that 
the fall in the percentage of Net Margin of London Stores 
from 7.12 to 6.79 between 1936 and 1937 represents in 
fact a reduction in the actual money value of their Net 
Margin. 

The utility of the table can be illustrated by one other 
small comparison. It has already been remarked that when 
sales fell between 1931 and 1932 the Provincial stores and 
those transacting high class business raised their Publicity 
expenditure ; and the table confirms the point. It shows 
further that in 1937 when the London stores suffered an 
actual fall in Net Margin in terms of money, they did so 
despite an increased expenditure on Publicity of 8.39 per 
cent. 

The type of analysis adopted in this table is, of course, 
marginal analysis. Therein lies its value to the shopkeeper. 
If he will set out his own figures to show the extent to which 
his expenses rise and fall in terms of money with the value 
of business done, he can compare those figures with the 
combined experience of comparable stores. If his own 
business compares unfavourably in its trading results with 
that of the other stores in the sample he can discover whether 
that fact is due to relatively unfavourable sales experience 
or to inability to reduce particular expenses or prevent their 
rising as much as those of other stores. 

The relative elasticity of the various expense items can 
be compared directly if index numbers are compiled for the 
various expenses. Comparisons can then be made between 
the different expenses and margins, and, for any particular 
item, between regions and classes of trade. In Table X 
which follows indices are given for sales, gross and net 
margins and the main expenses, based in each case on the 
average figure for the seven years. 

While there is little difference in the relative variability 
of sales and gross margins in the two regional groups, the 
same is not true when the classes of trade are compared. 
Stores doing the high class trade show a much greater 
variation than the remainder. Total Expenses also show 
a greater flexibility in the high class trade, and in consequence 
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the fluctuations in their Net Margin were much more violent. 
Are wage costs more or less flexible than the other items ? 
In the high class trade there is very little difference in the 
relative variability of Impersonal and Personal expenses, 
when taken in the aggregate. But Merchandising Expense, 
which is wholly Personal, varies less after 1932 than any 
of the other four main divisions ; while Occupancy, which 
is largely Impersonal, shows the greatest variability. In 
the low class of trade Impersonal Expenses in aggregate 
display a clearly greater variability than Personal Expenses. 
Merchandising costs vary less proportionately than either 
Occupancy or Administration. In both classes of trade 
Despatch costs appear to vary proportionately with 
Merchandising expenses. As regards Publicity, stores in 
London show hardly any variation in this expense between 
1931 and 1936, but a sharp rise in 1937. In the Provinces, 
on the other hand, Publicity expenditure rose continuously 
over the period to a level Io per cent. above the average 
for the seven years. 


Gi) Two ExaMPLes oF ANALYSIS ACCORDING To Rate or 
CuHanGE oF A GIVEN VARIABLE 


We turn now to the second category of dynamic 
analysis in which the sample is split into grades in reference 
to the rate of change of a given variable, so that the extent 
of variations in the principal operating figures of the stores 
in each grade can be compared with the others. Two examples 
are taken. 


(2) Anatysis AccorpING to THE RaTEe oF CHANGE oF 
SALES 


The first example relates to changes in sales, and the two 
years 1933 and 1934 are taken for purposes of illustration. 
The stores which contributed operating figures for both years 
are grouped according to the extent to which they experienced 
a change in sales volume. Those which suffered a decrease in 
sales of more than 4 per cent. are separated from those 
whose sales declined by less than 4 per cent. In the same 
way those experiencing an increase in sales of over 8 per 
cent. are separated from others whose sales rose by between 
3 to 8 per cent. and from a third category in which the 
increase was less than 3 per cent. 

The obvious advantage of this method of analysis is that 
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any aggregate or average figure of the change in sales in 
each group is a resultant of individual figures all moving in 
the same direction at broadly the same rate. We may 
therefore expect them to throw light on the relationship 
between a particular rate of change of sales and the rate 
of change in operating figures. A shopkeeper with a given 
sales experience may compare the changes in his own 
operating figures with those of the appropriate group. 

There are 107 stores in this sample and the distribution 
is shown in the following table. 


Average Size of Store 
in 1934 
(Net Sales per annum) 


Average 
Percentage change 
in_ sales 


No. of 
Stores 


Change in Net Sales 
1933 to 1934 


Decrease— 
Over 4% 168,000 
Oo — 4° § 22,000 
Increase— 
O=213% 588,000 
$= 18% 475,000 
Over 8% 304,000 


A reduction in sales was reported mainly by stores in the 
low class of trade; increases were enjoyed mainly in the 
higher class. 

The relation between the rates of change of Sales and the 
rates of change of Gross Margin and Expenses is set out, for 
these five groups of stores, in the two Tables XI and XII 
which follow. 


Taste XI. 


Percentage Changes in the Absolute Figures of Net Sales, Gross and Net Margins and 
Expenses in 1934 as compared with 1933. 


Change in Average 
Net Sales, Percentage Gross Total Net Impersonal | Personal 
1933 to 1934 Change Margin Expenses Margin Expenses | Expenses 
in Sales 
Decrease : 
Over 4°% — 6554 + 0:97 — 1°38 
o—4% “a6 + 1°45 2 ti 
Increase : 
o— 3% + tog | + 2-10 
38% + 7°32 + 7°27 
Over 8% + 11:21 +1119 
All Stores + 3:43 + 2:81 
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TasLe XII. 


Percentage Changes in the Absolute Figures of Main Expense Divisions in 1934 as compared 
with 1933. 


Change in Average 


Net Sales 
1933 to 
1934 


Adminis- 
tration 


Decrease 

Over 4% | — 1:96 — 6°54 
O—-4% --1— 5°34 — 2:06 
Increase 

O—3% ..f + 1°24 + 7:22 
38% ..1 + 8-68 + 5°23 
Over 8% | + 10-42 Bist 


3 + 2°12 


The previous analysis showed that when sales rose Gross 
Margins rose; but a defect in the figures was that a rise in 
aggregate sales frequently was a resultant of diverse move- 
ments on the part of individual stores in a sample. The 
present method of grouping together those stores which have 
the common characteristic of a given rate of change of 
sales volume brings out the relationship much less 
ambiguously. Changes in Gross Margin are shown to have 
a wider amplitude than sales in both directions, particularly 
downward. When we look at Total Expenses the result 
emerges that stores which suffered the greatest loss in sales 
could hardly reduce their expenses at all. When the main 
divisions of expense are compared with the Total Expense 
there are a number of points of interest. Stores with reduced 
sales increased their Publicity Expense no doubt in the 
endeavour to check the fall. Merchandising is of particular 
interest. The Buying Expense is clearly very inflexible ; 
decreased sales involve little opportunity for economy. On 
the other hand the Selling Expense varies almost pro- 
portionately with sales; and the same is true of the costs 
of delivery. 

A separate analysis on these lines has been made for the 
two classes of trade, and these conclusions are confirmed 
in both cases. 


(b) Anatysis AccorDING To CHANGE IN THE RaTE OF 
STOCK-TURN 


The second illustration of this type of analysis relates to 
changes in the rate of stock-turn. It has for long been held 
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that stock-turn analysis is vital for an understanding of 
the prosperity of shopkeepers. But the more seriously that 
analysis is attempted the greater the difficulties which are 
encountered, Light is thrown on the problem when rates of 
change of stock-turn are made the basis of analysis. Accord- 
ingly stores with given rates of change of stock-turn between 
two years are grouped together, rather than stores which, 
in a particular year, showed a given rate of stock-turn. In 
the following tables this analysis is made for 69 stores, for 
which rates of stock-turn were available in 1934 and 1935. 
The detail of the sample is as follows :— 


Weighted 
Average 


Average Size 


Change in Rate of Percentage | No. of Aggregate of Store 
Stock-turn Change in Stores Sales (Net Sales) 
1934 to 1935 Rate of 1935 per annum) 
Stock-turn ie £ 


Decrease— 


Over 5% 355275555 587,000 

*o—5% 6,854,878 490,000 
Increase— 

O—5% -: 18,618,561 810,000 

5—t0% -- 8,449,836 604,000 

Over 10% 7... 2,910,094 243,000 


*Includes two stores which did not change their stock-turn. 


The rates of stock-turn here used are those calculated, 
as is usual in Great Britain, by dividing the annual net 
sales by the average value at cost of monthly stocks. While 
open to objections as a measure of the rate at which stock 
is replaced it is a true measure of the amount of working 
capital locked up in stock per f of sales. An increase of 
the rate of stock-turn here means an economy in the cost 
of working capital per £ of sales. 

In the following table five groups of stores are separated. 
Those which showed, in 1935, a decrease of more than 
5 per cent. in their rate of stock-turn are separated from 
those showing less than 5 per cent. decrease. Those reporting 
an increase of over Io per cent. are separated firstly from 
the group with an increase of from 5-10 per cent. and secondly 
from those whose rate increased by less than § per cent. 

Very interesting results emerge. In the first place it is 
possible to say whether a given change in rate of stock-turn 
is due to a change in sales or to a change in stocks; and 
secondly whether the Gross Margin, the Expenses and the 
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TasLr XIII. 


Percentage changes in the Absolute Figures of Net Sales, Average Stocks, Gross and Net 
- Margins and Total Expenses in 1935 as compared with 1934. 


Change in 
Rate of Average Total Net 
Stock-Turn, Stocks Expenses Margin 


1934 to 1935 


Decrease : 
Over 5°, 
o— 5% 

Increase : 

o— 5% 
5—10% 
Over 10% .. 


All Stores (69) na 


Net Margin rose or fell, when expressed in money terms, 
with the change in rate of stock-turn. The stores with the 
greatest increase in rate secured it almost entirely by reducing 
their stocks by over 24 per cent. Their Gross Margin 
improved, their Expenses hardly rose and their Net Margin 
showed nearly 50 per cent. rise. 

The stores which decreased their rate of stock-turn did 
not necessarily report a lower Net Margin. Those whose 
decrease was less than § per cent. are seen to have both 
lower sales and higher stocks, but they improved their 
Gross Margin and lowered their expenses, thereby securing 
the second-best increase in Net Margin. It seems to follow 
that it was by substituting more slowly moving stock that 
they improved their position. 

It will already be clear that a change in the rate of stock- 
turn may arise in a great variety of ways. It may be due 
firstly to a change in the volume of sales achieved with a 
given average stock; and a whole variety of different 
policies each involving variations in expense figures may 
bring about a given change in sales. Publicity expenditure 
may be varied, or the policy with regard to “ free” delivery 
of customers’ purchases. Interest will centre upon the 
variations in expense items with variations in sales, but 
this analysis is better pursued directly on the lines of the 
preceding illustration of dynamic analysis, rather than 
under the guise of stock-turn analysis. 

Secondly, the change in rate of stock-turn may be due, 
as we have seen, to a change in value of the average stock 
carried. In such a case the only expense item which must 
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necessarily change is the interest on working capital locked 
up in stock. As in our analysis, interest is included in the 
Net Margin, a reduction in Stock which increases the Net 
Margin also reduces the interest charge to be made from that 
Net Margin, and the improvement in net “ profit ” is greater 
even than it looks. Clearly it will not pay to achieve this 
economy in interest by using methods of reducing stocks 
which involve additional expenses of operation greater 
than the saving. The same will apply to the policy of 
reducing the “ mark-up ” or initial Gross Margin in order 
to increase rate of stock-turn, but that does not mean that 
““mark-downs ” should be less drastic where the stock has 
actually depreciated in value and must be reduced in price 
if it is to be sold at all. 

Our conclusion therefore is that the rate of stock-turn 
can never be used with confidence as a measure of general 
operating efficiency. It is always a resultant of operations 
which affect profits through the main operating figures, viz. : 
Sales, Gross Margin and Expenses. 

The economy of a high rate of stock-turn arises from the 
indivisibility of stocks. A store must keep a minimum or 
basic stock if it is to make any sales and an increase in sales 
will not require a proportionate increase in average stock. 
But this is only one of the indivisibilities which involve 
economies for the large-scale operator. The costs of 
Administration, Occupancy, Buying, Despatch and _ the 
like will also tend to fall in varying degrees and within 
certain ranges. It is important to realise that the resultant 
optima in scale of operation for each of these expenses 
taken separately do not all coincide. The resultant optimum 
position for a store which maximises net profits arises from 
a nice balance of economies and diseconomies. Each store 
must be a law unto itself in this respect. In comparing his 
rate of stock-turn with the average of those achieved by 
other stores a store-keeper will not wisely emulate, in this 
regard any more than in others, the standard practice of 
his kind. Each manager must determine his own goal 
figures; the purpose of these comparisons is to enable 
him to set his own standards with more knowledge than 


hitherto. 


[May 


Velocity Analysis and the Theory of 
the Creation of Deposits 
By F. A. Lutz 


I 


Ir seems safe to say that the determinants of the income 
velocity of circulation of money are now fairly well established, 
and that there is no longer much difference of opinion among 
the students of the problem. For purposes of the analysis 
that follows, it will therefore be sufficient if I give only 
a very brief account of the main factors determining the 
income velocity of money.1 (Throughout I am disregarding 
‘‘money held for speculative purposes ”’.) 

Let us first assume that the whole economic system is 
one integrated firm which produces and markets the final 
product continuously; and let us ask how much money 
is required to finance a given national income PR. We 
find that under these conditions the required amount of 
money is primarily dependent on three factors : 

(a) The period of income payments to productive factors. 
If we suppose that wage-earners are the only productive 
factors in the system and that their income-period is one 
month (the date on which these monthly payments are 
made being the same for all wage-earners), and we suppose 
also that they spend their income continuously on the 
product of the firm, then the amount of money required 
to finance an annual PR of, say, 4800 is obviously 400. 
That is, the amount required is equal to the wages paid 
out to wage-earners at the beginning of each month. The 
400 will return during the month, and thus will again be 
at the disposal of the firm at the beginning of the next 
1 [ have analysed these factors in detail in an article entitled ‘ Uber die Umlauts- 
geschwindigkeit des Geldes", Fahrbiicher fiir Nationalékonomie und Statistik, 1936, p. 385. 
H. Angel in his article, “The Components of the Circular Velocity of Money,” Quarterly Journal 


of Economics, Feb., 1937, has reached very similar results. Ct. also Ellis, ** Some Fundamentals 
in the Theory of Velocity,” Quarterly ‘fournal of Economics, May, 1938. 
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month for that month’s wage payments. In this case the 
income velocity will be 12. With weekly wage payments 
(the month having 4 weeks) the amount of money required 
would be 100, V would be 48. 

(5) The extent to which wage earners have lump-payments 
to make which involve the saving up of money beyond their 
income periods. These lump-payments are associated 
especially with the purchase of durable goods,! the fact 
that certain goods of daily consumption are paid for only 
at intervals which are longer than the wage-period, and 
certain seasonal outlays. The longer are the periods over 
which the individuals have to accumulate the money, the 
greater is the total amount of money required by the system 
as a whole. It can be shown further that if all the consumers 
make their lump-payments on the same date, the amount 
of money required will be greater than if different consumers 
make their payments on different dates. In practice we 
find that some of these lump-payments, e.g., end-of-month 
payments, Christmas and holiday expenditures, will tend 
to be concentrated round certain dates, while others, especially 
those associated with the purchase of durable goods, will 
be tairly evenly distributed over time. 

(c) The extent to which wage-earners hold cash reserves 
for the precautionary motive. Under dynamic conditions 
the border-line between these and the balances mentioned 
under (8) is fluid. 

Now let us assume that, PR remaining the same, the 
productive process is differentiated into a number ot 
independent productive units. Under these conditions the 
amount of money required will be considerably increased 
as compared with the case of integrated production: in 
other words VY will be reduced. This is due to several new 
factors which have to be added to those which we found 
to operate in the case of the integrated firm. Here we 
have to allow for: 

(d) The fact that it takes time to make the physical transfer 
of money. If we assume that the transfer-time is one day, 
and that there are four stages of production, which buy 
from each other continuously, and each of which produces 
the same “added value” (1,200), the addttional. amount 
of money required to finance our PR of 4,800 1s 20.” 


1 Instalment selling will tend to reduce the amount of money necessitated by this factor 


and theretore to increase V. 
2 Cf. the arithmetical calculation in my article mentioned above, p. 40of. 
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(e) The discontinuity of payments between the stages. 
Here it will suffice to point to such factors as the purchase 
of raw materials and partly-finished goods in lumps. (which 
is frequently associated with the granting of trade credit 
between stages), and the purchase of durable capital goods. 
Such factors lead to a considerable increase in the amount 
of money required, because they involve accumulations of 
funds by producers.? 

(f) Lack of uniformity in the payments intervals of 
successive stages. If, for instance, we assume three stages 
of which the first and second stages both sell on three months’ 
trade credit to the second and third stages respectively, 
then the amount of money which the third stage accumulates 
from sales to consumers over the period of three months 
will be sufficient to finance all the payments between the 
stages. If, however, we suppose that the second stage 
grants three months’ trade credit to the third stage but 
pays the first stage continuously, then it is clear that the 
second stage will need to have funds in hand during the 
three months, over and above those which are being accumu- 
lated during that time by the third stage. 

(g) The extent to which firms hold cash reserves for the 
precautionary motive. The size of these reserves will usually 
bear some relation to the turnover of the firm. 

(b) The number of stages (degree of differentiation). 
The significance of this factor is that the more stages there 
are the larger will be the amount of money necessitated 
on account of factors d, f and g above. 

One way of describing the effect of differentiation is to 
say that it causes pools of money to collect all the way 
along the process of production down to the stage of final 
consumption, pools which would not arise in the case of 
a completely integrated production process. 


II 


In what has been said so far, we have implicitly assumed 
that there was no lending or borrowing in the form either 


1 If we assume only two stages, continuous buying between them, monthly wage payments, 
and continuous spending on the part of the wage-earners, the amount of money required 
for a PR of 4800 is yoo. If we now assume that the first stage sells to the second stage 
(four times a year) on three months’ trade credit, the net product of each stage being 2400 
during the year, the amount of money which the second stage will need to accumulate over 
each three monthly period to pay the first stage will be 600. ‘The addition which this will 
make to the amount of money required will thus be 200. If we were to split up each stage 
into a number of firms and were to assume that the trade credits granted to different firms 
fell due on different dates, the result would not be different. 
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of cash or of bank credit. As a first step towards introducing 
these types of lending and borrowing operations, we shall 
assume that there are no banks and that the loans are made 
directly from person to person. 

_ Let us again suppose that there are three stages uf produc- 
tion in the economic process. The first stage produces raw 
materials to the value of 5 each week, its costs consisting 
as we may assume for the sake of simplicity only of payments — 
to productive factors (wages). The second stage adds five 
per week to the value of the raw materials and the third 
again five to the value of the semi-finished product. ‘The 
wage-period is one week. ‘The final consumers’ goods are 
sold continuously, whereas the goods which are transferred 
between the stages are sold at the end of each month in 
lumps when they are paid for immediately.? 

If there is no lending or borrowing of cash the amount 
of money necessary to finance the “ volume of trade” is 
clearly 45. The producer of final consumers’ goods receives 
15 each week from the sale of those goods. Of these 15 
he needs § for his weekly wage payments. As he does not 
buy any half-finished products from the second stage until 
the end of the month, cash will accumulate in his balance 
until, at the end of the month, that balance amounts to 45. 
At the close of the last day of the month the final producer 
pays 40 to the. producer in the second stage of which the 
latter transfers 20 to the producer in the first stage. In 
consequence, the producers in the first and second stages 
will now each have 20 in their hands which are sufficient 
to cover their wage payments over the succeeding month 
during which time they have no money coming in. The 
producer in the third (or final) stage will only have 5 which 
just pays his wages for one week. In the following weeks 
he is able to pay his wages out of his current receipts which 
amount to 15 per week. In this example the income velocity 
of money is $2=14 per month or 16 per year. 

If we now introduce lending and borrowing between 
producers, the picture changes. We may suppose that the 
producer in the final stage grants direct loans to the producers 
in the other stages. Each week he receives in from the 
sale of consumers’ goods 15 of which he needs only § tor 
his own wage payments. Thus he is in a position to lend 


' For present purposes it comes to the same thing if we assume chat they are sold on 
monthly trade credit, or that they are sold continuously but are paid for only at the end 
of the month. ‘Ihe important factor is the discontinuity in the payments. 
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to the other two producers the § which each of them requires 
for meeting his wage payments. Under such circumstances 
the amount of money required by the whole system is only 
15.1 The income velocity of money is now 4 per month 
or 48 per year as compared with 14 per month or 16 per 
year in the previous case. 

As is shown by this example, in a system where there 
are cash lending operations between the producers, the 
little pools of money, which the discontinuity in the pay- 
ments between the stages would otherwise cause to collect 
here and there in the productive process, do not come into 
existence. This means that under such circumstances the 
amount of money required under the differentiated system 
would approximate to the amount required under the 
integrated system. In the most favourable case conceivable, 
such direct lending operations between the entrepreneurs 
would reduce the amount of money required to finance a 
given PR to a figure which is the sum of: the amount that 
is necessary on account of discontinuity of payments to 
the productive factors plus the amount which is accumulated 
by consumers for meeting lump expenditures plus the cash- 
reserves of the consumers (the sum of these three items 
being equal to the amount required in the integrated system) 
plus an amount which is necessitated by the fact that the 
transfer of cash takes time plus the cash-reserves which 
the firms deem it necessary to hold. If the income recipients 
were also to lend to entrepreneurs, the necessary amount 
of money could of course be further reduced.? 


III 


If we now introduce a banking system into the picture, 
it is clear that producers will no longer lend to each other 
directly. The usual procedure will be for the producer 


' We should obtain the same figures if we assumed that, instead of the final producer 
lending cash to the first and second producers, the producers in the first and second stages 
ave trade credit to the second and final stages respectively, but that these trade credits were 
paid back not in lumps at the end of the month but by weekly instalments. 

* [t is worth while pointing out that so long as_we assume wage-periods of a certain 
finite length (a week or a month) it is not possible, by lending operations, to reduce the 
amount of money required to finance a given PR to an infinitely small quantity, ice., to 
increase V to infinity. This is so even if we abstract from the time element, and from the 
cost of investment and disinvestment involved in lending money, either of which is itself 
sufficient to make such a result impossible. Even supposing the wage-earners were willing 
to lend back to the entrepreneurs for very short periods the money which they intended 
to spend before the end of the current wage period, they would be unable to do so, since 


there would be no demand for their cash within the wage periods on the part of entre- 
preneurs. 
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who. has surplus funds to deposit them with a bank, and 
for the latter to lend out the funds to producers who can 
make use of them for paying wages. 

Suppose! that the final seller continuously deposits his 
current receipts with a bank which, we will assume, is just 
starting business. Then, if we use the same figures as those 
used in Section II,.and we make up a balance sheet for the 
bank at the end of each week, we shall find that at the end 
of the first week there will be deposits of 15, the corresponding 
assets consisting of 15 cash. (This is on the assumption 
that the final producer deposits the 5 which he will need 
for wage payments at the beginning of the next week when 
he will have to draw them out again.) At the beginning 
of the second week the bank will lend 5 cash to each of 
the two other producers for their wage payments, so that 
the liabilities will now consist of deposits of 10, and the 
assets of loans of 10. Similar operations will take place 
at the beginning of the third and of the fourth week. At 
. the end of the month, just before the producers pay each 
other for their next month’s supply of partly finished goods, 
the deposits will be 45 (standing to the credit of the final 
producer), cash in the bank will be 15, and loans outstanding 
30. The final producer then withdraws cash of § for his 
own wage payments, and transfers deposits of 40 to the 
second producer in payment for goods purchased. The 
second producer disposes of these deposits of 40 by trans- 
ferring 20 to the first producer (in payment for goods), 
using 15 to pay back his debt to the bank, and drawing 
out the remaining 5 in cash for his wage bill. The first 
producer uses his deposits of 20 to pay cash of § to his wage 
earners and to repay his debt of 15 to the bank. Thus by 
the beginning of the next month all deposits will have 
disappeared, and the movement described above will start 
all over again. It may be objected that this movement 
of deposits does not correspond to what we find in reality, 
because there are no such ups and downs in the volume 
of deposits over short periods. But this objection is easily 
disposed of. Even under the conditions assumed, viz., 
that the entrepreneurs pay their bank debts back at the 
end of one month and incur them afresh during the next 
month, the existence of numerous firms with different 


1 The analysis given in this paragraph has been worked out in a similar fashion by Valentin 
Wagner, Geschichte der Kredittheorien, Vienna, 1937, p- 203 ff. 
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payment-dates for the goods they buy from previous stages 
will average the movements out.' All that we should 
expect to find therefore are movements within the week, 
due to the circumstance that cash is taken out of the banks 
at the beginning of each week, for making wage payments, 
and flows back during the week through retail purchases 
made by the wage-earners. 

In our example bank deposits come into existence only 
if and.when cash is paid into the banking system. But 
they reach a maximum figure which is several times higher 
than the figure for the total amount of cash in existence. 
Nevertheless their coming into existence is neutral towards 
PR. They exert no active influence on the economic situation, 
i.c., they arise without introducing any dynamic element 
into the economic system.? It is simply as though the banks 
were to take over the debts and credits of the entrepreneurs 
in a system such as that analysed in Section II. The amount . 
of deposits on the books of the banks would be just equal 
to the volume of lending? outstanding between producers 
in a system such as that analysed in the previous Section.‘ 

Incidentally, this way of looking at deposits offers an 
explanation of Wicksell’s treatment of them as “ virtual 
velocity of circulation of money”. We have seen that 
in the case where the final producer lends his cash receipts 
during the month to the other producers, the income velocity 
of money is higher than in the case where no lending takes 
place. If we now substitute the agency of the banking 
system for the direct lending operations between entre- 
preneurs, we have deposits in the system which are simply 

1 As Wagner (up. cit., p. 223) rightly maintains. Cf. also Section LV. 

* It has to be remembered that we introduced the banking system into a system where 
there had previously been direct lending between producers. It would be a different matter 
if we had introduced it into a purely cash system. In that case we should have obtained 
a rise in prices. 

3 This refers to loans made in the form of cash. The case with trade credit will be taken 
up in the next section. ; 

* The example of direct lending which we used in Section Ll was, of course, a very simple 
one. We assumed that the only lender was the final producer, because he was the only 
one who came into the possession of “‘ accumulations” of cash. Using the same example 
in this Section, we obtained the result that the only holder of deposits was again the final 
producer. To make the case more realistic we should have to allow for the existence of 
lenders, and correspondingly of depositors, other than the final sellers. Such might be 
producers who had to save in order to be able to buy durable capital goods some time 
in the future. Under a system of direct lending, without the agency of a bank, these 
producers would themselves lend out the money, say to the entrepreneurs engaged in the 
production of the capital goods concerned. Under the system of indirect lending through 
the agency of the banks, the credits which the “ savers”? grant under the system of direct 


lending would be taken over by the banks, thus giving rise to deposits in the name of the 
former. 
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a reflection of that increase in the velocity of circulation 
of cash. 

If we call deposits money, it is clear from the foregoing 
analysis that deposits arise because money is held up in 
the process of production. They take the place of those 
“‘ pools of money ” which we found to come into existence 
under a purely cash system in consequence of the dis- 
continuities of payments between entrepreneurs. 

There are two questions now to be answered : 

(1) What factors determine the required amount of money 
(cash plus deposits) in a system with banks, always assuming 
that PR is given? 

(2) Is it true, as seems to follow from the sort of analysis 
just outlined, that deposits fulfil a purely static function ? 

The answer to the first question can be given at once. 
As deposits take the place of the cash which is held up in 
the process of production under a purely cash system, we 
can conclude that their quantity is in the main dependent 
on the factors (d) to (4) mentioned in Section I. The amount 
of cash, on the other hand, is in the main determined by 
the factors (a) to (c) in Section I, since we may assume 
that cash is used exclusively for making payments to the 
productive factors. Of course, if some of the money which 
is saved up by the productive factors beyond their income- 
periods is placed on deposit, less cash will be needed, but 
more deposits will come into existence instead. The same 
applies if part of the salaries is paid out by cheque and is 
disposed of by cheque by the recipients. But it remains 
true that the quantity of money (cash plus deposits) required 
to finance a given PR is still dependent on the same factors 
as under a purely cash system. This does not, however, 
mean to say that the total amount of money is at any time 
necessarily equal to the amount of cash which would be 
required under a purely cash system. The quantity of 
money required under a banking system will be /ess than 
under the purely cash system. The reasons are: 

(a) It is possible for deposits to go out of existence through 
the cancellation of bank debts. In the example above 
deposits rise during the month from zero to 45, Le., they 
are at their maximum equal to the amount which is con- 
stantly necessary under a purely cash system. On the 
average, therefore, the amount of money required is less 
under a banking system than under a purely cash system, 


D 
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and V consequently greater.! Credit may therefore sub- 
stitute V for M. 

(b) The possibility of borrowing reduces the quan- 
tity of money held by producers for the precautionary 
motive. 

(c) If we do not call time- and savings-deposits money, 
the necessary amount is further reduced, in so far as consumers 
place the money which they accumulate beyond their 
income-periods on time-deposit rather than on demand- 
deposit. 

For these reasons, under a banking system, the total 
quantity of money required to finance a given PR is likely 
to lie somewhere between the amount of cash needed under 
the system of direct lending between producers and the 
amount needed under a purely cash system, and it will 


undoubtedly be nearer to the latter limit than to the 
former. 


IV 


In the analysis above the banks assumed a passive role. 
Their ‘‘ creation” of deposits caused no change in the static 
system, and, accordingly, did not fulfil any ‘“‘ dynamic” 
function. Wagner, indeed, draws the conclusion: “It 
is not therefore possible to explain the business expansion 
and the boom. by reference to the action of the banks in 
supplying money capital in the form of deposits. The 
demand deposits and the fluctuations in their quantity 
arise out of quite a different economic function of credit, 

a function which is essentially static and not dynamic.’”? 
_ The analysis in Section LI suggests that there is indeed 
a case conceivable where this is true. In order, however, 
to make clear the conditions which have to be fulfilled if 
the role of banks and of deposits is to be passive, it is necessary 
to interpret our example “ dynamically’. For this purpose 
we shall use the same set of figures as in our previous example, 
but shall assume that the activities of the three entrepreneurs 


’ Compare also the examples given in the next Section, where more than three producers 
are assumed with the result that we obtain a level of deposits which is constantly below 
the amount of money which takes their place under a purely cash system. It follows from 
what is said under (a) in the text, that if the banks, by buying securities, put the entre- 
preneurs into funds so that they no longer need to borrow from the banks, the quantity 
of deposits required to finance a given PR will be augmented. 

* Wagner, op. cit.. p. 328. Wagner seems, however, not to hold to this view constantly : 
in other parts of his book his ideas are not very far different from those customarily held, 
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represent a net expansion of the economic system. We 
may suppose that there are unemployed workers, unused 
stocks of goods in the hands of entrepreneurs, and excess 
cash in the banking system. Each producer expands by 
buying the necessary amounts of half-finished goods or 
raw materials from the stocks of the producer in the preceding 
stage, and by hiring additional workers. He borrows the 
money which is necessary for wage payments from the 
bank. The producers tn the second and third stages obtain 
trade credit for one month from the producers in the first and 
second stages respectively. The stream of money which the 
final producer receives in from his continuous sales is used 
by him first to pay back his bank debt (which he incurred 
for the purpose of making wage payments in the first week) 
and then to deposit with his bank. On the basis of the 
figures assumed, it can easily be seen that 1§ additional 
cash will be withdrawn from the bank at the beginning 
of the first week and will return during the week. In the 
course of the month the final producer will acquire deposits 
(which are additional to those that existed before the 
expansion began) rising to a maximum of 40! at the end 
of the month. The counterbalancing asset of the bank 
will be loans of 40 to the other two producers (=the sum 
which they borrowed for wage payments during the month). 
At the beginning of the next month these new deposits 
will disappear entirely in the way described in Section III. 
But as was remarked before, this unreal feature vanishes 
if we introduce a number of entrepreneurs who repay their 
debts on different dates. Let us, for instance, suppose 
that there are four ‘“‘sets” of three entrepreneurs, each 
“set ” representing a cross-section of the productive process, 
and that the different “sets”? embark on expansion at the 
beginning of different weeks, each a week later than the 
one before. Then, assuming that each “set” expands to 
the extent of 15 per week (equivalent to the expansion of 
the single “set” in the previous example), the deposits 
newly coming into existence by the expansionist process 
will reach a figure of 100 at the end of the fourth week, 
and they will henceforth always be at this figure at the end 
of every week. At the beginning of each week they will 


i Not 45 as in the example used in Section ILL, because the final producer uses 5 of his 
: ; : : pee ae 
receipts to repay the bank debt which he incurred for wage payments at the beginning ot 
the first weck. 
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drop to 40, but the additional deposits plus the additional 
cash-outside-the-bank will always be Ioo.! 

This example brings us to the following conclusions : 

(1) The expansion of the economic system leads to an - 
increase in the volume of deposits to a figure far in excess 
of the amount of the additional cash in use, simply because 
the same cash is deposited with the banking system over 
and over again. The growth of deposits does not contribute 
in any active way to the expansion, but reflects it rather. 
The fact that banking statistics show an aggregate of deposits 
far above the amount of cash in the banking system, is 
therefore not of itself a sign that the banks must have 
created the whole of the difference. This conclusion is also, 
of course, somehow implicit in the “ multiple expansion ” 
theory of the creation of bank deposits (of the Phillips or 
Crick variety). That theory explains the creation of deposits 
by the fact that the same cash (in decreasing amounts) is 
successively paid into different banks. It does, however, 
look upon this cash movement rather in the nature of a 
technical affair between banks (taking place through the 
clearing) which would disappear if the separate banks were 
merged into one. In that case the deposits would be regarded 
as coming into existence by outright creation. In our 
example we assume throughout only one bank, and still 
the deposits grow out of the return, again and again, of 
the same cash by the public. 

(2) The force which really creates expansion is the trade 
credit given by producers to one another. The “ dynamic ” 
role of the bank consists entirely in the provision of cash, 
which in modern times is, of course, controlled by the 
Central Bank. 

(3) The bank plays the role of a mere intermediary. 

The final producer, instead of paying back his trade 
credit during the month as cash comes in, deposits his 
cash with the bank; the bank in turn hands over the cash 
to the other producers who would have received it directly 


1 Under a purely cash system without any lending the amount of moncy required for 
the expansion would be 180. The significance of this difference between the two cases from 
the standpoint of velocity analysis has already been indicated in the previous Section. It 
is worth noting, as Wagner has pointed out, that the proportion of cash in circulation to 
deposits is dependent on the period of payments between producers in relation to the period 
of wage payments. (But cf. footnote on p. 168). With a given wage period, the longer 
are the periods of payments between entrepreneurs the more deposits will come into existence 
and therefore the lower will be the ratio of cash to deposits. ‘Cash in circulation” does 
not, of course, mean cash which is always outside the bank. The cash is continually flowing 
in and out of the bank. 
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from the final producer if the latter had repaid part of his 
trade credit each week. In effect the process is equiva- 
lent to an indirect repayment of the trade credit by 
weekly instalments, in advance of the nominal repay- 
ment. 

This seems to lead not to a new, but to a very old theory 
of the function of banks : the function of a mere intermediary. 
If entrepreneurs have confidence in each other, the power 
of the banks to create deposits is not essential for the process 
of expansion. Given the existence of “trust”? between 
entrepreneurs, the expansion of deposits may be merely a 
passive factor. Nor does a “bank run” produce effects 
which could not occur in a system of direct lending with 
no banks. The phenomena associated with a bank crisis 
could be brought about just as well under a system of purely 
commercial credit if lenders were suddenly to withdraw their 
credits.! 

However, this is not an end to the matter. Let us revert 
to our old example with three producers, but change one 
assumption. We will suppose that the producers buy their 
month’s supplies of partly finished goods from the preceding 
stages as before but have to pay immediately tnstead of at 
the end of the month. They can do this only by borrowing 
from the bank. In our example the final producer will 
borrow 45, draw out § in cash for his own wage-payments 
and transfer 40 deposits to the second producer, who will 
in turn transfer 20 to the first producer in payment for 
goods bought. The first and second producers will each 
cash 5 of their respective deposits for their wage-payments 
at the beginning of the week, so that each has 15 deposits 
left to his account. The new deposits coming into existence 
at the beginning of the expansionist process will therefore 
be 30 (new cash-outside-the-bank plus deposits being 45). 
During the month they will gradually drop to zero as the 
producers draw them out in cash for wage payments. In 
contrast to the previous case there will be no piling up of 
deposits by the final producer, provided, that is, that he 
uses the cash as it comes in to repay his bank debts. If 
we again assume four “ sets” of three entrepreneurs, which 
start expanding one after the other as above, we obtain a 
permanent level of new deposits of 60 (new cash-outside- 


1 Yhe common effects of the various forms of credit (book credit, bills of exchange, bank 
credit) were stressed by J. S. Mill, Principles of Political Economy, Vol. 4, Che 12, 
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the-bank will also be 60 at the beginning of the week but 
will return to the bank during the week). 

In this case the bank has to create deposits outright in 
order for there to be an economic expansion. The essence 
of the function of the bank in this case can best be grasped 
if we compare it with the first case. There the producers 
had confidence in each other and so gave trade credit directly 
and voluntarily. The banks were simply used as an agency 
for what amounts to repaying the trade credits in weekly 
instalments. In the present case, the bank functions in 
such a way that exactly the same result is reached indirectly. 
The producers, not having confidence in each other, do 
not grant trade credit. But the bank intervenes to provide 
the necessary confidence. The bank says, as it were, to 
the producer: ‘‘ Deliver the month’s supply of goods to 
your customer, but instead of giving him credit, give it 
to me by accepting a bank deposit as payment from your 
customer, who has acquired this deposit by obtaining credit 
from me. This customer in turn will then be indebted not 
to you, as he would be if you gave him direct credit, but to 
me.” The bank’s action in this case is thus a way of 
‘inducing ” the producer to give trade credit in an indirect 
manner. The role of the bank in this case is therefore still 
the role of an intermediary, substituting its confidence for 
the confidence of others. The existence of the banks does, 
of course, widen the structure of credit considerably, as 
they provide confidence on a larger scale than would exist 
among producers. This is due to the working of the 
“insurance principle”, because the safety of the credit 
which a depositor gives to the bank is dependent not on 
the solvency of one borrower only, as is the trade credit 
granted by the producer to his customer, but on the solvency 
of a large number of borrowers. 

The modern idea of banks being able to create deposits 
seemed to be a startling departure from the view held by 
most economists in the nineteenth century. If, however, 


1 It is interesting to note that we do not obtain the same figure for the quantity of money 
(including deposits) as in the first case where we assumed trade credit; or, in other words, 
we obtain a different Y. Thus the quantity of money necessary for a given PR (under 
our assumption of continuous repayment of debts) seems also to be dependent on whether 
goods delivered at the beginning of a certain period are paid for immediately or at the 
end of the period (trade credit). The ratio of deposits to cash is also influenced by this 
factor, as a comparison between the two cases shows. If the final seller does mor repay 


his bank debt gradually, the average figure for deposits during the month will be higher, 
and / therefore lower. 
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we approach this modern idea along the lines followed above, 
we find that it resolves itself into much the same elements 
as those which many of the older writers regarded as the 
essence of banking operations: the provision of confidence 
which induces the economic subjects to extend credit to 
each other by using the bank as an intermediary. However, 
this does not mean to say that the function of the banks, 
and the role of deposits, is essentially static, as Wagner 
seems to think. In a system where there is not sufficient 
provision of direct credit between entrepreneurs, the out- 
right creation of deposits is indispensable in order to bring 
about economic expansion. 
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A Note on the Law Relating to 
Company Dividends 


By Ronatp S. Epwarps 


THE partners of a firm are free to withdraw its resources 
without any legal restriction, save in the event of bankruptcy. 
Limited companies, however, are subject to statutory 
control in this matter. A study of these regulations is 
useful in assessing the ease with which adjustments can 
be made in the distribution of resources among competing 
uses. Such a study is interesting because the application 
of these regulations has involved judicial discussions of 
terms such as capital and profits. 


LIMITATIONS ON THE COMPANY 


In the disposal of its resources a limited company is 
subject (a) to the Companies Act which defines the conditions 
in which “capital” may be reduced or returned, (b) to 
its own Memorandum of Association which limits the 
objects! on which the company’s resources may be spent 
and (c) to the provisions of its Articles of Association? 
which normally, though not necessarily, set out the conditions 
in which dividends may be paid to shareholders. Persons 
dealing with a company are, of course, deemed to know 
the Act itself and the contents of the Memorandum and 
Articles of Association. Possibly the best description of 
the limitation of the powers of limited companies comes 
from Lord Herschell in delivering judgment in the House 
of Lords in the case of Trevor v. Whitworth (1887) : 

“What is the meaning of the distinction thus drawn 
between a company without limit on the liability of 
its members and a company where the liability is limited, 

} Prior to 1890 the objects could be altered only by a private Act or reconstruction. It 


is now possible within limits to vary the objects by special resulution confirmed by Court 
order. 


* Articles can be altered by Special Resolution which requires a 75 per cent. majority 
of inembers voting. 
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but, in the latter case, to assure to those dealing with 
the. company that the whole of the subscribed capital, 
unless diminished by expenditure upon the objects defined 
by the memorandum, shall remain available for the 
discharge of its liabilities ? The capital may, no doubt, 
be diminished by expenditure upon and _ reasonably 
incidental to all the objects specified. A part of it may 
be lost in carrying on the business operations authorised. 
Of this all persons trusting the Company are aware, 
and take the risk. But I think they have a right to rely, 
and were intended by the Legislature to have a right 
to rely, on the capital remaining undiminished by any 
expenditure outside these limits, or by the return of any 
part of it to the shareholders.”! 


RepucTion oF CAPITAL 

The capital of a limited company must not be returned 
to the shareholders except in circumstances and in a manner 
defined by the Companies Act, 1929.2 The Companies 
Act, 1862, provided no means by which the capital could 
be reduced, but the Act of 1867 made provision for reduction 
under the control of the Court and subject to safeguards 
for the creditors. A decision in 1877? threw doubt on the 
exact meaning of this Act, and further legislation was 
passed in that year to remove the obscurity. The point 
at issue concerned the writing off of “ paid up capital.” 
The Ebbw Vale Steel, Iron and Coal Company possessed 
property which had depreciated, and it wished to reduce 
its paid up capital, to bring it into line with the value of 
the assets which it represented, and to trade and declare 
dividends on the diminished figure. The Court’s consent 
was refused, Jessel M. R. saying that you do not reduce 
capital which has already been paid up and exhausted, 
“part of the capital has gone already: it has been reduced | 
by a very unpleasant process.” The 1877 Act* gave power 


1 12 App. Cas. 409. 

2 On the relationship between the use of capital and the objects of the company see the 
detailed judgments in Guinness v. Land Corporation of Ireland 22 Ch. D. 349. 

3 In re Ebbw Vale Steel, Iron and Coal Co. 4 Ch. D. 827. 

4 Sect. 3 reads: ‘ The word ‘ capital’ as used in the Companies Act, 1867, shall include 
paid-up capital; and the power to reduce capital conferred by that Act shall include a 
power to cancel any lost capital, or any capital unrepresented by available assets, or to 
pay off any capital which may be in excess of the wants ot the company ; and paid-up 
capital may be reduced either with or without extinguishing or reducing the liability (if any ) 
remaining on the shares of the company, and to the extent to which such liability is not 
extinguished or reduced it shall be deemed to be preserved, motwithstanding any thing contained 
in the Companies Act, 1867.” 
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to cancel any lost capital or capital unrepresented by 
available assets. It also made clear the right of the company 
(still under Court order) to return capital “ which: may 
be in excess of the wants of the company.” The present 
provisions for reduction are set out im Sections §5 to 60 
of the Companies Act, 1929. Thus, subject to safeguards 
which involve the use and expense of legal machinery it 
is possible (2) to acknowledge a fall in the value of the 
business by writing down paid-up capital and (4) to return, 
subject to conditions, unrequired resources to the share- 
holders, even though the return amounts to a reduction of 
capital. ' 


DiviDENDS 


The only statutory provision restricting dividend pay- 
ments is the inferential prohibition of a reduction of capital 
not sanctioned under the machinery provided by the Act. 
There is no rule of statute law which categorically requires 
profit to be the basis of a dividend, though it may be that 
dividends are so commonly thought of as being derived 
from profits in some sense, that fraud might be proved 
were a dividend paid otherwise than out of profit and without 
a statement to this effect. Thus Lord Campbell, in the 
House of Lords, 1849,1 dealing with the case of an un- 
incorporated company, stated that : 

‘Dividends are supposed to be paid out of profits 
only, and when directors order a dividend, to any given 
amount, without expressly saying so, they impliedly 
declare to the world that the company has made profits, 
which justify such a dividend. If no such profits have 
been made, and the dividend is to be paid out of the 
capital of the concern, a gross fraud has been practised, 
and the directors are not only civilly liable to those whom 
they have deceived and injured but, in my opinion, they 
are guilty of a conspiracy, for which they are liable to 
be prosecuted and punished.” 

Lord Brougham, in the same case, characterised the payment 


1 Burnes v. Pennell 2 H.L. Cas. 497. ‘The business being discussed here was marine 
insurance and Lord Campbell observed that ‘‘ there must be infinite difficulty in fixing a fair 
dividend.”’ His remarks on railways are somewhat amusing. ‘‘In Railroad Companies it 
must be comparatively easy [to fix dividends] for there is no risk to calculate there except 
(tor which there ought to be a handsome reserve) that of killing a certain number of her 
Majesty’s subjects. The directors have only to take an account of receipts and outgoings 
and, striking a balance according to the ordinary rules of arithmetic, to say how much is 
to be ascribed to each share,’”’ See also R. yv. Esdaile ¢ FF. 213. 
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of dividends out of capital as “‘ a most vicious and fraudulent 
course of conduct.” 

Mr. J. L. Weiner refers to Lord Campbell’s dictum “as 
nothing more than a judicial elevation of the interpretation 
currently set on a particular act—what was impliedly 
said when a dividend was declared was that profits had 
been earned.””! 

Lord Campbell’s view of the relation of dividends to 
profits has not received statutory recognition? unless, of 
course, it can be shown that the negative rule that dividend 
payments must not amount to a return of capital zs equivalent 
to the statement that dividends can only be paid to the 
extent that they are covered by profit. Whether these 
two requirements are reciprocal we shall consider shortly. 
Many companies, of course, impose upon themselves regula- 
tions limiting dividends to profit. It must, however, be 
remembered that the company can vary, by special resolution, 
regulations contained in its Articles of Association. 


TABLE A 


The Companies Act in an appendix provides a model 
set of articles which any company can adopt, modify or 
repudiate, as it chooses. One of these rules provides that 
“No dividend shall be paid otherwise than out of profits.’’ 
The corresponding article in Table A to the 1862 Act was 
more restrictive than this, and provided that “* No dividend 
shall be payable except out of the profits arising from the 
business of the company.” The provisions of the present 
Table A relating to dividends are very widely adopted by 
companies. There may be two reasons for this. Firstly, 
it may be felt that the relationship between capital and 
profit is such that a dividend which does not presuppose 


1 “Theory of Anglo-American Dividend Law,” Columbia Law Review, 1928, p. 1046. 

2 It is worth noting that The Limited Liability Act, 1855 (section 9) made directors 
liable for the debts of the company, if they paid a dividend when the company was known 
by them to be insolvent, or would become so, as a result of the dividend. Liability was 
limited to the amount of the dividend. This section is omitted from the 1862 Act. 

3 Companies Act, 1929. First Schedule, Table A, Art. 91. 

4 Companies Act, 1862. First Schedule, Table A, Art. 73. ‘This Article reproduced No, 64 
of Table B to the Joint Stock Companies Act, 1856. [t is worth observing in view of what 
follows that No. 65 empowered the directors, at their discretion, betore recommending 
dividends to set aside a fund tor inter alia “ repairing or maintaining the works.” It would 
appear, therefore, that the drattsmen of the Act thought of profits as arising before provision 
for depreciation and imposed no mandatory obligation to provide for the latter betore paying 
dividends. The clause is repeated in Table A of the 1862 Act but the 1908 version omits 
the reference to repairs and maintenance. 
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the latter is a payment reducing the former; and that the 
statutory ban on reduction should therefore be enforced 
by a positive statement in the company’s working rules. 
Secondly, it may be a recognition that a dividend implies 
in the public mind a profit in some sense, and that a payment 
in the absence of profit is likely to mislead shareholders 
and hence should be banned by-a definite rule of the company. 


ProFIT AND THE LAw 


In most judgments concerned with limited companies 
and the nature of profit a marked reluctance has been 
shown to attempt any general definition of profit. The 
most remarkable judicial definition is found in a judgment? 
concerning remuneration to be paid out of profits “ arising 
from the business of the company.” (The business of the 
company included the purchase and sale of stocks and 
shares.) The value of certain securities had proved very 
difficult to ascertain and had, therefore, been left out of 
account. When the company was wound up a surplus 
was shown resulting mainly from the disposal of these 
particular securities. The lower Court had held that this 
was not a profit arising from the business of the company 
because it was obtained in the ultimate realisation of the 
whole of the property and assets of the company. Reversing 
this judgment Fletcher Moulton L. J. said: 

““The word ‘ profits’ has, in my opinion, a well defined 
legal meaning, and this meaning coincides with the 
fundamental conception of profits in general parlance, 
although in mercantile phraseology the word may at 
times bear meanings indicated by the special context 
which deviate in some respects from this fundamental 
signification. ‘ Profits’ implies a comparison between 
the state of a business at two specific dates usually separated 
by an interval of a year. The fundamental meaning is 
the amount of gain made by the business during the 
1 In re Spanish Prospecting Co. Ltd. 1911, 1 Ch. 93. Another interesting judgment is 

that of Lord Shand (City of Glasgow Bank v. Mackinnon (19 Sc. Law Reports, 278; 9 Court 
of Sessions Cas. 4th Series 535). ‘‘In order to ascertain the profits earned und divisible 
at any time, the balance-sheet must contain a fair statement of the liabilities of the company, 
including its paid-up capital; and on the other hand, a fair, or more properly, bona fide 
valuation of assets, the balance, if in favour of the company, being profits. These profits 
may, and must often to a great extent, be represented by obligations of debtors, often 
secured, and by direct securities over property. They are not the less profits fairly realised 
and divisible because they exist in that form and have not been received in cash.’’ (Quoted 


35 Ch. D. 507). See also Kekewich J. in Bishop vy. Smyrna and Cassaba Rly. Co. 1895, 
& Ch, "265. . 
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year. This can only be ascertained by a comparison 
of the assets of the business at the two dates.” 

“For practical purposes these assets in calculating 
profits must be valued and not merely enumerated. An 
enumeration might be of little value. Even if the assets 
were identical at the two periods it would by no means 
follow that there had been neither gain nor loss, because 
the market value—the value in exchange—of these assets 
might have altered greatly in the meanwhile. A stock 
of fashionable goods is worth much more than the same 
stock when the fashion has changed, and to a less degree, 
but no less certainly, the same considerations must apply 
to buildings, plant, and other fixed assets used in the 
business, because one form of business risk against which 
business gains must protect the trader is the varying 
value of the fixed assets used in the business. A deprecia- 
tion in value, whether from physical or commercial 
causes, which affects their realisable value is in truth 
a business loss.” 

‘We start, therefore, with this fundamental definition 
of ‘ profits’, namely, if the total assets of the business 
at the two dates be compared, the increase which they 
show at the later date as compared with the earlier date 
(due allowance, of course, being made for any capital 
introduced into or taken out of the business in the mean- 
while) represents in strictness the profits of the business 
during the period in question.”’ 

‘‘ But the periodical ascertainment of profits in a business 
is an operation of such practical importance as to be 
essential to the safe conduct of the business itself. To 
follow out the strict consequences of the legal conception 
in making out the accounts of the year would often be 
very difficult in practice. Hence the strict meaning of 
the word ‘ profits’ is rarely observed in drawing up the 
accounts of firms or companies. These are domestic 
documents designed for the practical guidance of those 
interested and, so long as the principle on which they 
are drawn up is clear, their value is diminished little, 
if at all, by certain departures from this strict definition 
which lessen greatly the difficulty of making them out. 
Hence certain assumptions have become so customary 
in drawing up Balance Sheets and Profit and Loss Accounts 
that it may almost be said to require special circumstances 
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to induce parties to depart from them. For instance, 
it is usual to exclude gains and losses arising from causes 
not directly connected with the business of the company 
—such, for instance, as a rise in the market value of 
land occupied by the company. The value assigned to 
trade buildings and plant is usually fixed according to 
an arbitrary rule, by which they are originally taken at 
their actual cost and are assumed to have depreciated by 
a certain percentage each year, though it cannot be 
pretended that any such calculation necessarily gives 
their true value either in use or in exchange. These, 
however, are merely variations of practice by individuals. 
They rest on no settled principle. They mainly arise 
from the sound business view that it is better to under- 
rate than to overrate your profits, since it is impossible 
for you to foresee all the risks to which a business may 
in future be exposed. For instance, there are many 
sound business men who would feel bound to take account 
of depreciation in the value of business premises (or in 
the value of plant especially designed for the production 
of a particular article) although they would not take 
account of appreciation in the same arising from like 
causes. ‘ 

“But though there is a wide field for variation of 
practice in these estimations of profit in the domestic 
documents of a firm or company, this liberty ceases at 
once when the rights of third persons intervene.””? 

The learned judge was careful to point out that this was 
not a dividend case. The law relating to dividends, if it 
were founded on this view of profits, would reconcile the 
statements that capital must not be returned to share- 
holders and dividends may be paid only out of profits 
(provided that the opening valuation in calculating the 
profits were the amount of paid-up capital). It would 
also lend significance to the 1877 Act which provided 
machinery by which the figure of capital, i.e., the opening 
valuation could be specially reduced to take account of 
losses and permit the resumption of dividends. 


! The discussion is a little spoilt by a reterence towards the end of the judgment to 
goodwill’. ‘‘ The capital value of goodwill is an alternative to profits, not part ot them. 
It is the price at which a person renounces his rights to future profits. Hence the goodwill 
of a business can never appear in the calculation of its profits.” Assets are valuable because 
they contribute to future receipts and this applies to goodwill as much as to anything else. 
Nevertheless, this statement on profits, if we ignore the lapse, is an explicit acceptance ol 
the “increased net worth concept’ of income by which capital values at successive dates 
and income of the intervening period are in rigid relationship. 


1939] NOTE ON LAW RELATING TO COMPANY DIVIDENDS 177 


Tue Prriop Prior tro THE COMMENCEMENT OF TRADING 
OPERATIONS 


Between the formation of the company and the date on 
which it commences to trade, a period may well elapse 
during which the company is engaged in constructing 
equipment necessary for the purpose of its business, and 
during which no receipts come in, except from shareholders 
and creditors. In such conditions statutory companies 
often paid dividends,’ but is a limited company under the 
general Acts entitled to do so? Assuming that expectations 
have not been falsified, the value of the assets on completion, 
including unspent cash, must exceed, by the anticipated 
rate of interest, the amount of capital raised from the 
shareholders. The payment of a dividend equal to this 
rate of interest would not reduce the value of the assets 
below the equivalent of the amount paid in by the share- 
holders. In MacDougall v. Jersey Imp. Hotel Co.,? however, 
Page-Wood V. C. held that dividends during the building 
of an hotel must be restrained as lessening the capital to 
the prejudice of the creditors and in the interests of the 
company itself. The defendants in this case did not attempt 
to argue that there had been any profit. In 1882, however, 
in a case concerning the Alexandra Palace Co.? counsel did 
contend that the dividends during construction were out 
of profits and not out of capital. The argument failed on 
the ground that the suggested calculation was “a mere 
‘paper’ transaction” and the Jersey Hotel decision was 
followed.§ 

The inability to pay dividends during construction was 


apparently felt to be an inconvenience, and the Companies 


' According to G. H. Evans (British Corporation Finance, 1775-18fo) the practice of 
paying interest to shareholders during the construction period started at the close of the 
17th century. It became the usual practice even for ordinary shares until the last quarter 
of the 18th century. ‘The practice was revived in order to induce railway investment. 
Evans alleges that the preference share was ** the acceptance of the practice ot paying interest 
out of capital..." (80). The Act of 1845, however, decreed that no company should 
declare a dividend which would reduce its capital stock unless the mortgagees and bond 
creditors gave their consent. In 1847 the House of Commons established a Standing Order 
for clauses to be inserted in Railway bills prohibiting the payment of any interest or dividend 
“©. . out of any Capital which they may have been authorised to raise... .” 

2 MacDougall v. Jersey Imperial Hotel Co. 144 R. R. Comm. Law and Eq. 251. 

3a; Ch. Dz 149, 

‘ “The value of a building is not merely the sums expended on it, but the interest which 
those sums would have produced had they been bearing interest during the period of con- 
struction”’—H. B. Buckley. 

5 Ten years previously (1872) in Bardwell v. Sheffield Waterworks Co. (14 Eq. 517) dividends 
on preference shares were allowed during construction. As Lindley says, this judgment seems 
clearly inconsistent with the authorities. (Lindley on Companies, 6th Ed., Vol. 1, page 600). 
In any case the company was incorporated by special Act of Parliament. 
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Act, 1907, permitted interest to be paid subject to certain 
conditions. Section 54 of the 1929 Act now covers the 
point, and explicitly permits interest payments (maximum 
at present 6 per cent. p.a.) on share capital where works, 
buildings, or plant are to be constructed and “ cannot 
be made profitable for a lengthened period.” The interest 
can be treated in the accounts as part of the cost of the 
asset. The consent of the Board of Trade is required, and 
the payments must not continue beyond the half year 
following the half year in which construction is completed. 

The period of production of the original equipment 
possesses a superficial simplicity. Receipts come only 
from the shareholders or creditors, and to pay money to 
the shareholders that they themselves have provided, or 
that the company has borrowed, certainly looks like a 
return of paid-up capital—the moneys received and paid 
by the company are so closely related. However, once 
operation has commenced and receipts begin to flow in 
from the trade of the company superficial simplicity is 
lost. Receipts will be derived from the. sale of services, 
or of assets of various kinds, and payments will be made 
to acquire more assets. In any period there may be a 
surplus of receipts over payments or vice versa; from this 
information alone it is impossible to discover whether there 
has been a profit. Business men, accountants and lawyers, 
in measuring profits, all take into account changes in the 
assets, although there is no agreement as to how these 
changes should be dealt with. Fletcher Moulton’s view 
is not accepted in its entirety by most accountants. 


Wuart 1s CaPiITAL? 


Clearly the ban on the return of capital cannot extend 
to the total value of assets as this would make all dividends 
illegal! On the other hand, if the ban extends only to 
the actual sums of money raised from the shareholders, 
an intervening purchase of assets with the money, their 
subsequent sale and use of the proceeds for dividends would 
rob the ban of all effect. The most reasonable interpretation 
is that assets of a value equivalent to subscribed capital 
must be retained. A dividend knowingly reducing the 
value of the business when it is already, or, as a result of 
the dividend, will fall, below the equivalent of the subscribed 
capital, would under this interpretation be illegal. It 
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would follow that no dividend could be paid out of the 
profits (measured as the increase in net worth) of one year 
unless the losses of previous years had been made up. Every 
dividend would require a valuation of the business with 
its attendant difficulties, particularly prominent in industrial 
concerns. A rigid interpretation would make dividend 
decisions a very serious matter. The Courts realising this 
have been careful to interfere as little as possible, except 
in case of bad faith, with business decisions, and judge 
after judge has emphasised the importance of this attitude. 
An interesting example of the valuation problem is to 
be found in Stringers Case (1869).1 | The Mercantile Trading 
Co. existed for the purpose of running the blockade during 
the American Civil War. Its principal asset was a debt 
due from the Confederate Government, the worth of which 
depended, of course, on the outcome of the struggle. The 
parallel between this case and that of an industrial company 
with highly specialised equipment is obvious ; asset values 
and, therefore, the measurement of profit, depend on a 
future which can only be guessed. A dividend was declared 
on a balance sheet including the Government debt, and 
to pay the dividend the company had to borrow money. 
Events later proved that the directors had guessed wrongly 
the outcome of the struggle, though their estimates had 
been made in good faith.2_ The Vice Chancellor in the lower 
Court referred to the dividend as. “ wholly delusive and 
improper—in effect a return of one-fourth of the capital.” 
On appeal, however, Sir C. J. Selwyn L. J. stressed the 
tact that the problem was one of valuation—in this case a 
mere estimate. To forbid an estimate would have precluded 
any dividend until all the operations had been concluded : 
“[ think the company was justified in doing that 
which, in truth, is done in almost every business, namely 
taking the facts as they actually stood, and forming an 
estimate of their assets as they actually existed, and 
then drawing a balance so as to ascertain the result in 
the shape of profit or of loss.” 
“Tf we were to lay down as a rule that there must be 
actually cash in hand, or at the bankers of the company, 
to the full amount of the dividend declared, we should 


1 In re Mercantile Trading Co. 4 Ch. App. 475 (Stringers Case). 

2 A number of cases turned on good faith in valuation; see tor example. In re National 
Funds Assc. Co. to Ch. Div. 118; In re Exchange Banking Co. (Flitcrotts case 21 Ch. 
Div. 519. 
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be laying down a rule which, in my judgment, would be 
inconsistent with what I understand and believe to be 
the custom of all companies of this description, and 
also inconsistent with mercantile usage, and we should 
be laying down a rule which would open the door to 
and encourage a very great amount of litigation, because 
there are very few dividends indeed which would not 
be open to more or less question if such a rule as that 
were laid down.” 


CariTaAL AND REvENUE ALLOCATIONS 

It should be clear that if profit is determined by comparison 
of valuations, i.e., by measuring changes in net worth, 
the calculation would involve no question of separate capital 
and revenue funds. If, however, we review the judgments 
we find that the notion of separate funds runs strongly 
through many of the decisions. In Hoole v. Gt. Western 
Rly. Co.? the ordinary dividend was not paid in cash “ having 
regard to the large and exceptional extent to which the 
revenue had necessarily been appropriated in discharge of 
temporary loans and other liabilities on capital account . . .” 
In Mills v. Northern Railway of Buenos Ayres Co.* the 
company reported that it had lent to the capital account 
a certain sum for special expenditure ; it was held that the 
company was justified “‘in recouping the revenue account 
at a subsequent time out of capital.” Rance’s case? turned 
on Articles under which “ The expenditure of the company 
shall be charged to capital or revenue as the directors shall 
from time to time determine...” The general statement 
that dividends must not be paid out of capital, itself suggests 


a fund of capital as distinct from other funds.‘ ® 
! 1867 3 Ch. App. 262. * 1870 5 Ch. App. 621. 3 1870 6 Ch. App. ro. 


' The idea of separate funds of capital and revenue has been used by commentators to 
reconcile the various judgments. Buckley: in particular emphasised the division: ** Directly 
the principle 1s established that for purposes of dividend capital account and revenue account 
are to be kept distinct, the difficulty which would otherwise arise from bringing into account 
appreciation and depreciation of fixed capital disappears. and subject to the ditiiculty, which 
must be encountered. of discriminating between revenue charges and capital charges, a safc 
and intelligible principle is reached.’ gth Ed., p. 658. by the author. The editors of the 
tith Ed. (1930) are apparently less certain about the matter for they replace the words 
‘are to be kept distinct ’’ by ‘ may be kept distinct.” ‘The small difficulty of distinguishing 
capital and revenue charges remains ! 

5 In Wall v. London and Provincial Trust (1920 1 Ch. 46) an attempt was made by 
Younger J. to solve the problem of dividends by distinguishing the double and single account 
systems: “If for the purpose of dividend a company like this desires to gain the benefit ot 
un appreciation in capital values it must adopt the single account system and, as a con- 
sequence. value its entire assets for the purpose of every dividend distribution.” The allusion 
is to an accounting distinction which is more apparent than real; for the double account 
systern as now practised by public utilities does not ditter effectively trom the accounting 
for fixed assets adopted by other industrial companies (using the single account method ot 
presenting final accounts). Neither makes any real attempt to value “ fixed” assets. 
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FIxED AND CrircuLATING CAPITAL 


However awkward the problem of valuation, accounting 
practice cannot avoid it altogether. It is difficult to envisage 
any concept of profit which completely ignored the value 
of the company’s possessions. Some companies, to meet 
the difficulty, expand the term “ profit” in the Articles. 
For example, the directors or the shareholders in general 
meeting may be empowered to ignore or “ provide for ”’ 
depreciation of plant and equipment before paying dividends. 
In such a case dividend payments could result in a reduction 
in the value of the business to a figure less than the paid-up 
capital. Though within the Articles, such a dividend might 
still be ultra vires as involving a return of capital. To solve 
the problem of valuation a ready-made cleavage was borrowed 
by accountants and lawyers from economists—assets were 
divided into fixed and circulating and these terms are now 
virtually the centre of accounting valuation practice ; 
market prices are regarded as relevant only to the latter. 
Thus a distinction, admittedly rough and ready and introduced 
by economists for purposes of their own, found its way into 
Court. The Neuchatel Asphalte Co.1 owned and worked 
a mining concession. It sold the mineral which it won 
and the point arose as to whether any part of the proceeds 
was capital and hence must not be returned to the share- 
holders. The directors were not bound by the articles to 
set aside moneys for renewing or replacing the lease, but 
at the same time the Articles provided for dividends out 
of net profits! This case is obscured by the fact that it 
had not been proved that the assets were worth less than 
at the time of forming the company, and Stirling J.’s 
judgment was based on this. But in the Court of Appeal, 
counsel for defendants went further and argued the case 
on the supposition that there had been a loss of capital. 

“Can it be contended that before a railway company 
can pay a dividend it must revalue its undertaking ? 

Suppose, owing to a fall in the price of iron, a railway 

is not worth nearly so much as it was at first, can it be 

urged that the company can declare no dividend until 
it has laid by enough to make up the difference? The 

Appellant forgets the distinction drawn by economists, 

which is a very substantial one, between fixed capital, 

the money expended in purchasing which is sunk once 
1 Lee y. Neuchatel Asphalte Co. 1889 41 Ch. D. 1. 
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for all, and circulating capital, capital circulating like 

stock-in-trade, which in the ordinary course of business 

is parted with and replaced by other.” 

Lindley L.J. considered this point and went on to examine 
the law preventing the repayment of capital: 

‘““, . the capital. expended in acquiring the property 
may be regarded as sunk and gone, and if the company 
retains assets sufficient to pay its debts, it appears to 
me that there is nothing whatever in the Act to prevent 
any excess of money obtained by working the property 
over the cost of working it, from being divided amongst 
the shareholders, and this in my opinion is true although 
some portion of the property itself is sold, and in some 
sense the capital is thereby diminished.” 

The position is developed further in Verner v. General 
and Commercial Investment Trust! in spite of the pre- 
occupation of Stirling J. in the lower Court with the meaning 
and purpose of the 1877 Act which certainly seems to lose 
much of its significance if dividends can be paid in spite 
of a loss of capital. In the Appeal Court there was an 
interesting passage between counsel and Kay L.J., who 
remarked : 

‘In partnership deeds it is common to provide for a 
valuation of the capital at the end of each year in ordet 
to ascertain profits.” 

Counsel replied ; 

‘“ Yes, that must be done where the bulk of the capital 
consists of articles intended to be sold—thus, in a draper’s 
business, there is no way of ascertaining the profits of 
a year but valuing the stock at the beginning and end 
of the year, and bringing the difference into account 
along with the cash transactions of the year. But the 
case is quite different where the capital is sunk in some- 
thing permanent—-as, for instance, a tramway—by the 
use of which profits are to be made.” 

Lord Lindley in judgment said : 

‘It is obvious that dividends cannot be paid out of 
capital which is lost ; they can only be paid out of money 
which exists and can be divided. Moreover, when it is 
said, and said truly, that dividends are not to be paid 


1 1894 2 Ch. 239. An investment trust whose investments had fallen in value and some 
of which were worthless. A stockholder tried to prevent the payment of a dividend out 
of interest and dividends received by the company until the fall in capital value was made 
up. The motion was unsuccessful. 
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out of capital, the word ‘capital’ means the money 

subscribed pursuant to the memorandum of association, 

or what is represented by that money.” | 

‘‘ Perhaps the shortest way of expressing the distinction 
Tam endeavouring to explain is to say that fixed capital 
may be sunk and lost, and yet, that the excess of current 
receipts over current payments may be divided, but that 
floating or circulating capital must be kept up, as other- 
wise it will enter into and form part of such excess, in 
which case to divide such excess without deducting the 
capital which forms part of it will be contrary to law.” 
Mr. R. F. Fowler, in examining some of these decisions, 

suggests that: 

“The distinction between fixed and circulating capital 
was intended to reconcile the requirement in the statute 
that dividends must not be paid out of capital, with a 
desire not to interfere ‘unduly’ with business practice, 
since it was obvious that it was impossible to demand 
that firms should not pay dividends if the value of capital 
assets was not equal to the nominal capital.”? 

An excellent example of the lack of clarity resulting 
from these decisions is found in Bond v. Barrow Hematite 
Steel Co.» A smelting company acquired leases of mines 
in order to avoid buying ore. The mines were flooded and 
the leases were as a result surrendered, the blast furnaces 
being pulled down and certain associated cottages sold. 
The preference shareholders wanted their dividend. The 
defendant’s counsel claimed that the mines and certain 
buildings were held for the supply of raw materials : ‘‘ Mining 
was not our main business, but the mines were merely 
held for the supply of iron ore for our main business, They 
were, therefore, stock-in-trade and the blast furnaces and 
cottages were merely ancillary.” The Court accepted, as 
a result, the view that these leases were circulating capital. 

In spite of the obscurity which surrounds the problem 
it seems likely that at the back of the distinction is the 
idea of the tree and the fruit. Fruit is income, the tree 
is capital; if you sell the fruit and pay a dividend you are 


not returning the money which the shareholders paid in 


' The Depreciation of Capital, R. ¥. Fowler, p. 122. 

* 1902 1 Ch. 353. ‘This case is u good example of the contusion that arises from the 
two tests used by accountants in distinguishing fixed and circulating assets. One depends 
on che rate of turnover of the asset and the other on the “function ’’ of the asset. The 
tests may give conflicting answers. 1 have discussed this more fully in a series of articles 
in The Accountant, Vol. xcix, p. 13 (° Nature and Measurement of Income ”’). 
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to buy the trees. If the trees happened to be dying that 
does not alter the character of the fruit, it is still income 
and creditors who lend money to the company must know 
that fruit trees are liable to die. The tree in Lee’s case was 
a mining concession and in Verner’s case, stocks and shares. 
The tree is fixed capital, but the money spent each year 
for picking the fruit is circulating capital. If each year 
the wages were paid from the amounts subscribed by the 
shareholders and the whole price of the fruit paid out as 
dividend this would be treated as a return of capital. Yet 
both the labour and the tree were bought with capital. 
The distinction seems to be that the return of capital in 
one case is slightly more obvious than in the other. The 
distinction has in fact been condemned by Lord Halsbury, 
in dissociating himself. from a Court of Appeal discussion 
of dividends :} 

“© doubt very much whether such questions can ever 
be treated in the abstract at all. The mode and manner 
in which a business is carried on, and what is usual or the 
reverse, may have a considerable influence in determining 
the question what may be treated as profits and what 
as capital. Even the distinction between fixed and 
floating capital, which may be appropriate enough in an 
abstract treatise like Adam Smith’s Wealth of Nations, 
may with reference to a concrete case be quite inappro- 
priate.” 

Halsbury’s views were repeated by Scrutton L. J,? who 
was apparently dissatisfied with Farwell’s judgment in 
Bond v. Barrow Hematite Steel Co. 


INCREASES IN THE VALUE OF FIXED oR CapitTaL ASSETS 


While the “ fixed and circulating asset ” distinction was 
fighting its way to recognition, cases arose in which dividends 
based on rtses in the value of “ fixed ” assets were challenged. 
If fixed capital could be lost without restricting dividends 


1 Dovey v. Cory 1go1 A.C. 477. 

2 Chamberlin vy. Ammonia Soda Co., 1918, 1 Ch. 266. ‘1 am startled to find that in 
the decision of Farwell J. in Bond vy. Barrow Hematite Steel Co. he has extended Lindley 
L.J.’s proposition to wear and tear of fixed capital, which is not parted with at all, and 
has treated the wear and tear of buildings as circulating capital which must be made good. 
Such a meaning of the term ‘circulating capital’ is certainly not the sense in which it was 
used by the economists from whom the definition was taken. Mr. Mill’s definition of 
circulating capital was capital which fulfils the whole of its office in the production in which 
it is engaged by a single use; and certainly Mr. Mill would have been astonished to hear 


that a building which deteriorates by wear and teat was circulating capital within his 
definition.” 
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it was argued that a separation of funds was implied and 
that by the same token a profit on a fixed asset could not 
be distributed as such profit was part of the capital.! Such 
an interpretation of the law would have been symmetrical 
but inconvenient. 

In the case of Bolton v. Natal Land and Colonisation Co.? 
a company had offset the effect on the profit and loss account 
of a bad debt by writing up the book value of its land. 
A few years later a profit was shown on the revenue account 
but a shareholder claimed that the land had fallen in value. 
It was held that there was no obligation to provide for this. 
It would thus appear that increases in value in one year. 
can be brought into account and depreciation in other 
years ignored. The view that the distribution of profit on 
a sale of part of the undertaking itself is not a return of 
capital was successfully maintained in Lubbock v. British 
Bank of South America? Chitty J. justified this by 
distinguishing ordinary trading companies from those which 
resemble the Neuchatel Asphalte Co. : 

“The sale being an authorised sale, it is immaterial 
what is the thing sold. I put during the argument a 
humble illustration. A man’s business is to make boots 
and shoes. He has {10,000 which he takes into that 
business as his capital. He makes boots and shoes and 
spends the whole of his {10,000 in doing it, and he sells 
and gets back from his customers a certain sum on the 
sale. He compares then, assuming he has sold all, what 
he has got back with his expenditure in producing the 
boots and shoes, and putting them on the market, and 
if he finds he has his {10,000 (I am treating it apart from 
any question of debts outstanding, supposing it is a 
good solid sale) then his capital is intact, and the rest, 
if there is a rest remaining in his hands, is profit. On 
the other hand, if he has only {9,000 his capital is not 
intact, and he has lost. It is exactly the same principle 
that has to be applied to a trading company under the 
Companies Act, and the capital that has to be regarded 
for the purpose of the Act of Parliament is the capital 
according to the Act and not the things, whether houses, 


1 See for example Lupes L. J. in the Neuchatel Asphalte Co. case: " Vhe capital and 
the revenue accounts uppear (ume to be distinet and separate accounts, and, for the purpose 
of determining profits, accretions to and diminutions of the capital are to be disregarded. 

= 1892, 2 Ch. 124. 


31892 2 Ch. 1y8, 
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goods, boots and shoes, or hats, or whatever it may be 

for the time being representing the capital, in the sense 

of being things in which the capital has been laid out. 

Where the company is formed to work a wasting property, 

such as a mine or a patent, different considerations may 

apply, as was decided in Lee v. Neuchatel Asphalte Co. 

I am not dealing with any such special case.” 

Support for the view that a “capital appreciation ” 
can be divided “if duly realised by sale or getting in of 
some portion of such assets” is found in Foster v. New 
Trinidad Lake Asphalte Co.,1 but Byrne J. emphasised 
his view that the appreciation on one asset must not be 
looked at “without reference to the result of the whole 
accounts fairly taken.” In the Ammonia Soda case referred 
to earlier, it was held that there is nothing to prevent a 
company from setting off an appreciation in the value of 
its capital assets against losses in its revenue account.* 


Prior Losses 


A rigid interpretation of the “‘ increased-net-worth concept ” 
of income for one year would involve comparison of value 
at the end with value at the beginning of that year. A 
different profit figure might be shown by conventional 
accounting technique, but however the profit of the given 
year be arrived at, the question arises whether a dividend 
can be paid if the concern has made losses in prior years 
which have not been cancelled by a capital reduction. The 
answer is complicated by the fixed and circulating capital 
distinction and losses, if they can be traced to a fall in 
the value of the former, apparently need not be recouped. 
In Dent v. The London Tramways Co.? a preference dividend 
was allowed in spite of the fact that previous years had 


not been charged with depreciation on the undertaking.‘ 
1 tgor 1 Ch. 208. 


2 Peterson J.’s judgment is interesting for, among other things, its comments on the loose 


expression often given to accounting principles relating to the “ realisation” of profits and 
the valuation of fixed assets. 


3-16 Ch. D. 344. 

“ The particular Articles in this case provided that dividends were to be paid only out 
of protits and that sums were to be set aside annually to cover maintenance. An ordinary 
stockholder sued to restrain the payment of an ordinary dividend on the ground that deprecia- 
tion had not been adequately provided for. The injunction was granted (Davison v. Gillies 
16 Ch. D. 347) it being held that on the Articles dividends were payable wut of net profits 
in the calculation of which depreciation must be taken into account. Dent’s case followed 
and concerned a preterence dividend payable out of the profits of the particular year only. 
Jessel M. R. agreed that ‘‘Profits for the year, of course, mean the surplus in receipts. after 


paying expenses and restoring the capital to the position it was in on the ist January in 
that year 
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The line of decisions from Lee’s case onwards confirms the 
view that prior losses of fixed capital need not be made 
good unless, of course, the Articles require it. But suppose 
there have been prior losses of circulating capital—would 
the company in succeeding years have to make good that 
loss before paying a dividend? The Court of Appeal 
discussion of this question in ve National Bank of Wales! 
would suggest a negative answer. In this case the current 
year showed an excess of receipts over payments, but in 
previous years there had been bad debts. 
Lindley M. R.: 

“Tf the returns do not exceed the money spent in 
procuring them (whether such money be called circulating 
capital or by any other name) there can be no profits ; 
and no ingenious process of book-keeping can alter the 
fact. It is not denied that in this case the annual receipts 
did exceed the annual outgoings and, the dividends 
having been paid out of the excess, the allegation that 


a 


they were paid out of capital is not accurate.’”? 


CoNCLUSION 


Messrs. Weiner and Bonbright have expressed the opinion 
that *“ the English decisions are a marvel of incon- 
sistency and cannot be said to accord with any one theory 
of profits.”* Obscurity will certainly remain so long as 
dividends depend on any distinction between (a) fixed and 
circulating capital, (6) capital and revenue funds, (¢) capital 
lost and capital sold. 

The present writer believes that the difficulties are inherent 
in the ban on the return of capital. There are, of course, 
some companies, such as investment trusts and simple 
trading businesses, of which the worth at any moment can 
be calculated, at least approximately, by the separate 
valuation of assets. In the case of most industrial companies, 
however, it is not possible to calculate the value of the 
business in this way. The separate values of the assets to 

! 1899 2 Ch. 629. 

* This tends to confirm the thesis put forward by Mr. Edward Westby-Nunn who suggests 
that the Bond case was wrongly decided not because the leases were in fact fixed capital 
but because they were circulating capital which had been dost. According to his reading 
of the judgment of Lord Lindley in Verner’s case, importance should be attached ro the 
statement that circulating capital must be kept up ‘‘as otherwise it will enter into and 
form part of such excess '’, i.e., the excess of receipts over payments out of which dividends 
are paid. He goes on to suggest that it is the sale of assets rather than the loss ot assets 


that causes the ditticulty (Law Relating 10 Profits Available for Dividends, Gee and Co). 
3 Theory of Anglo-American Dividend:Law,"' 1930 Columbia Law Review, p. 338 (Footnote). 
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alternative users differ from their values to the company 
owning them. Current accounting technique by which 
assets are valued separately for balance sheet purposes is 
arbitrary and obscure! and cannot be assumed to provide 
much evidence of the present value of the business concerned. 
The present value of a business is dependent on expectations 
of the future receipts and future outgoings of that business. 
It is also dependent on the divisibility of rights ; a higher 
price for the business of a large industrial company can 
usually be obtained by splitting the total capital into trans- 
ferable shares than by attempting to sell it all to one investor.” 
The money value of an undertaking is the market price of 
its capital on the assumption that this capital has been 
divided into the optimum number and classes of shares. 
The market price indicates the level at which the whole of 
the investment can be absorbed and it follows that the 
creditors of the company know that the assets, which form 
their security, are regarded by the investment market as 
covering the amount of the liabilities of the company plus 
the market price of the shares multiplied by their number. 
Once the share value falls below par there is evidence that 
the investment market regards the current value of the 
business as below the original subscribed capital. The 
market which absorbed the investment at par at some time 
in the past will no longer do so. 

Market price is evidence that, in the light of the knowledge 
possessed by the investment market, the business is worth 
a given sum. These market prices assist individual holders 
of shares to determine whether they have made losses or 
gains on their investments ; they also provide an objective 
measurement of the capital of the whole concern. If present 
market value is already below the amount of subscribed 
capital or would, by reason of a dividend payment fall 
below that amount, a dividend in such conditions could 
be regarded as “reducing capital”, since the market has 
ceased, or will cease, to regard the rights to the assets less 
the liabilities as worth absorbing at an amount equal to the 
capital originally paid in. This interpretation of the ban on 
the return of capital would be logical on the assumption 


‘ see Ronald S. Edwards, articles cited, p. 183, n: 2. 

* Divisibility can work both ways; it can either increase the total amount that would be 
paid for a business or decrease it. But it seems likely that up to a point divisibility of the 
capital of a large company will increase the price obtained for it. A further limit to the 
profitability of division is imposed by rising costs of administration, 
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that “capital” is to be interpreted as a sum of money or 
money’s worth equal to the original money subscribed, 
but it would nevertheless be impracticable for several 
reasons. Firstly, the market for many shares is very 
imperfect and is subject to special restrictions in the case of 
private companies. Secondly, detailed knowledge about a 
company’s past and present position is usually limited to a 
small group; the main body of shareholders remaining 
ignorant of much important information. As a result the 
conditions in which creditors become directly interested in 
the market value of the business (on which their security 
depends) are just those conditions which are often carefully 
kept from the investment market ; they represent a situation 
in which creditors find it difficult to get their money. The 
price of the shares will often change suddenly on the appoint- 
ment of a liquidator or receiver, because this provides the 
market with new knowledge about the position of the 
business. It follows that from the creditors’ point of view, 
shares might be standing at par but that this value would 
be of little help to them because an attempt by them to 
obtain payment would indicate a condition in which the 
market would revise its opinion. 

It is, therefore, unlikely that anybody would support 
the view that dividends should be banned immediately 
share prices fall below par on the ground that this is evidence 
of a loss of capital. The satisfactoriness of share prices as 
evidence depends on perfection of knowledge to a degree 
which does not exist. 

The Courts, therefore, have been in a very difficult position, 
and the resulting obscurity is not to be wondered at. A 
logical interpretation of the ban on the return of capital 
would involve procedures which are not practicable.’ This 
being so, judges have leaned towards too little interference 
rather than too much, and companies are, as a result, left 
with a considerable amount of freedom to return capital 
to the shareholders. That the system of limited liability 
works is due to three factors. Firstly, directors are always 
subject to the law of fraud, hence a dividend deliberately 
in fraud of the creditors is unlikely. Secondly, the civil 

1 Individual companies can, of course, impose upon themselves such complicated regulations. 
As Lord Lindley said in the Verner case ; ‘‘ A company may be formed upon the principle 
that no dividends shall be declared unless the capital is kept undiminished or a company 


may contract with its creditors to keep its capital or assets up to a given value. But in 
the absence of some special article or contract, there is no law to this effect... . 
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judgments are sufficiently obscure to deter most directors 
from incautious behaviour. Thirdly, directors and the 
accountants who advise them often have more to gain from 
building up reserves to ensure the company a long life, 
than from allowing resources to be used for high dividends. 
Conservative dividend policy and financial probity are 
regarded as almost indistinguishable. 

Such an arrangement may be unsatisfactory but it is 
dificult to think of alternatives within the general frame- 
work of the existing company law. There is one which 
suggests itself and which would leave companies to dispose 
of all their resources as they please regardless of profits or 
losses. Shareholders are liable to pay to the company any 
uncalled capital existing in respect of their holdings. All 
dividend payments might be made to increase the uncalled 
liability of the shareholders up to a maximum of the amount 
originally subscribed. Thus if a company had issued 100 {1 
shares to 4 and had called tos. per share, 4 would at present 
be liable for a further {50. Suppose the company while 
trading paid dividends to 4 of f{10, his contingent liability 
would, if this scheme were adopted, rise to {60; further 
dividends would increase the contingent liability to a 
maximum of f{100. In such conditions the company could 

be free to return any or all of its resources to its shareholders, 
and in the event of liquidation, shareholders would be 
required to find the difference between the liabilities of the 
company and the value of the assets—with a maximum 
equal to the uncalled capital. 

However, such a change would almost certainly prove 
unpopular with shareholders and is probably unnecessary 
for the protection of creditors. The absence of any public 
outcry against the law relating to dividends suggests that, 
whatever its obscurity, traders who make bad debts do 
not attribute them primarily to this cause. 
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The Assumptions of Linear Regression 
By R. G. D. Atten 


I 


For a continuous frequency distribution of two continuous 
variables, the regresston curve of y on x is defined by the 
relation of the (arithmetic) mean values of y in x-arrays 
to the values of x defining the arrays. The curve has the 
following important property. If we compute the devia- 
tion in the direction of the Oy axis between each point 
of the distribution and a curve in the Oxy plane, then the 
mean-square deviation over the whole distribution is least 
when the curve is the regression curve of y on x. The 
regression curve of x on y can be considered in the same 
way. If the distribution is normal, with x and y measured 
from their means with standard deviations o, and o, and 
with correlation co-efficient 7,,, the regression curves are 


: oa fof 2 Ss 
linear, y=r",,-%x and x=r,,—y, and the minimised 
Oo, oy 
mean-square deviations are respectively o,? (1-—rf7,,) in 
the Oy direction and o,? (1 ~7?,,) in the Ox direction.? 
When the frequency distribution is not normal and the 
regressions are non-linear, linear approximations to the curved 
regressions can be obtained once the latter are found as 
loci of means of arrays. Rather different linear approxima- 
tions are found by using the “least squares” property. 
[he regression curve of y on x is the curve from which the 
mean-square deviation (in the Oy direction) of the distribu- 
tion is least. Limiting the “field” to straight lines, it 1s 
1 Regression curves can be defined by statistical averages other than the arithmetic mean. 
‘The median regression curve, of y on x, for example, has the characteristic property that the 
nean deviation, taken in the Oy direction with sign ignored, of points of the frequency dis- 
tribution from a curve in the Uxy plane is least when the curve is the median regression curve. 
Further, if the distribution of x and y, both measured on logarithmic scales, is normal, then 
the arithmetic mean regression of log y on log x is linear, i.e. the geometric mean regression 
of y on x is of the form y=ax> where a and 6 are constants. This distribution can be called 
a double logarithmic-normal distribution, an extension of the familiar logarithmic-normal 
distribution introduced by Gibrat in Les Litégalités Economiques (1931). It is a distribution 
to which geometric mean regressions, of markedly curvilinear form, apply. 
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found that the line with this “least squares ” property is 


o 
Y = Try % (1) 
CO; 
where x and y are taken from their means and a,, a, 
and 7,, have the usual significance. This is the actual 
regression curve for a normal distribution but, in general, 
it is only some kind of approximation to the correct regres- 
sion curve. The regression line of x on y 


rg?2y () 
u 


is to be interpreted in a similar way. The approximate 
linear regressions (1) and (2) are clearly of great practical 
convenience. They can be determined even when a sample 
of observations is not large enough to give the correct 
regression curves as loci of means of arrays. 

The use of (1) and (2) remains valid as long as we retain 
the idea of regression curves as loci of means of arrays. It 
has become increasingly the practice, however, to use the 
results in a very different connection. A sample of observa- 
tions gives a frequency distribution of two variables subject 
to random deviations or “ errors’ of one kind or another. 
It is required to find the “ best ” linear relation connecting 
the variables, the criterion of “ best” being more or less 
understood. We may use, for example, market data of 
prices and consumption to give an estimate of the demand 
curve for sugar as the best linear relation between these 
variables, or budget data to give a linear estimate of the 
dependence of sugar expenditure on total family expendi- 
ture. The lines given by (1) and (2), which may be termed 
the elementary regression lines, are taken by most investigators 
as fixing limits between which the best line required must 
lie. It is often maintained, further, that the best line is 
such that the mean-square deviation of the observations, 
taken perpendicularly to the line, is least. This line, which 
passes through the point of intersection of and lies in the 
acute angle between the elementary regressions, is variously 
called the orthogonal regression line, the mutual regression 
line or (simply) the line of best fit. 

These assertions appear unjustified. The new problem 
has nothing to do with the loci of means of arrays and cannot 
take over and extend the “least squares” property of 
these loci without some consideration of the change of 
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meaning involved: We must approach the new problem 
afresh, discarding the results previously obtained as being, 
at least, of doubtful application. The following develop- 
ment is intended to indicate one possible way of approaching 
the new problem.? 


II 

It is assumed that two variables x and y are related by 
a linear functional relation;? which is disturbed, in the 
given observations, by random deviations satisfying the 
two conditions : 

(1) The mean value of the deviations in either variable, 
taken over all observations, is zero. 
(2) There is no correlation, in the observations, between 
the true values and the deviations of either variable. 
The problem is to derive the true linear relation between 
x and y from the scatter of (x, y) observations. 
Write the observed values of the variables 
x=€-+u and y=n+0 
where € and 7 are the true values and wu and v the deviations. 
By assumption (1), all values can be taken from their 
observed means. Let the true relation be »=mé, where 
m is a co-efficient to be found. 

The means, standard deviations and correlation co- 
efficients of the following analysis all refer to the given 
observations. Assumption (2) and the relation »=m€é 
give 


Mean (&u)=Mean (nv)=Mean (€v)=Mean (nu)=0 (3) 


o, G,. 
Write see andra 
Oo, Cy, 


as positive fractions which can be termed the intenstttes 
of the deviations in x and y respectively. Making use 


of (3), 


' The development is based on a method, used by Professor Bowley and others, of obtaining 
the elementary regressions independently of assumptions of “least squares '’ or of normality 
of distributions. For studies on orthogonal and other regression lines, see Pearson, “On lines 
and planes of closest fit . . ."’ (Phil. Mag. 1901) and a series of papers (Phsl. Mag. 1925-7) by 
Uhler, Glauert, Whipple and Rhodes. Schultz, in Statistical Laws of Demand and Supply 
(1928), also quotes a number of earlier papers by Adcock and Kummell in the Analyst (1877-9). 
Kinally, the present results can be compared with those of Frisch, Statistical Confluence Analysts 
(1934), pp. 47-70. It is not possible, in the space of this short paper, to appraise or criticise 
this earlier work ; a general expression of indebtedness must suffice. 

2 The assumption is wider than appears at first sight. Taking the variables on natural 
or on logarithmic scales, we can express in linear form any of the four relations 

ya=athx; y=aebe ; y=atb log x; y=an? : 
More generally, our problem includes any relation which can be reduced to linear form by a 
suitable transformation. 
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Mean (x*) = Mean (€#+2€u-+-u?) = Mean (£€?) + Mean (u?) 
Mean (vy?) = Mean (2+ 290-}-v?) = Mean (yn?) +Mean (2?) 
= m*Mean (€?) + Mean (2?) 

Mean (xy)=Mean (&)-+&0-++-nu-+uv) = Mean (€n) 
+Mean (uv) =mMean (€?)+ Mean (uz) 
So o,2=0;*-+0," ik 
cteemtothot (4) 


P nyF 2 y= MP +7 yp FO, 


Hence m= 4V/t=re? as (5) 
L— , CO, 
and Viy= m-=( = X,) Te AAG 
°y (6) 


= /T= MATA) trded, | 


The relations (5) and (6) are both independent of the scales 
of measurement adopted for the variables x and y. 

The interpretation of (5) and (6) is clear. The true 
relation between the variables can only be deduced from the 
observations if we know the configuration of the deviations 
in the variables, as characterised by the two intensities 
A, and A, and the correlation 7,,. In general, we know 
only one thing--that the deviations must be such that the 
observed correlation r,, is obtained. We have the relation 
(6) between the three “ unknowns” A,, A, and r,. Our 
only course, therefore, is to assume values for two of the 
unknowns (using general impressions about the nature of 
the deviations), to determine the third from (6) and then 
find m from (5). It would seem simplest, in practice, to 
assume values for A, and A,, in which case m is given without 
using (6). The difficulty here is that we do not know, 
without using (6), whether our assumed values are con- 
sistent ; they may be such that a value of 7,, numerically 
greater than one is needed to satisfy (6). A better practice 
seems to be to assume values of the ratio A,:A, and of 
r,, For example, our vague knowledge of the deviations 
may suggest A,=2A, and 7,,=} as convenient assumptions. 
The values of A, and A, are then given by (6) and the value 
of m required by (5). 

It appears from (6) that m is usually of the sign of r,,, e.g. 
if 7, is small. But this is by no means necessarily the 
case. If the deviations in x and y are appreciable and 
negatively correlated, (6) shows that a positive m can 
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correspond to a negative observed correlation 7,,.. The 
(perfect) positive correlation between the true values of 
the variables is so disturbed by the deviations as to give 
a negative correlation between the observed values. 


III 


Some special cases can be considered in more detail : 
Case (1) A,=0. No deviations in the observed values of x. 
From (5) and (6) we obtain quite easily 


oO aes 
y 

sn i 9 and o,=0ya/I =r) 
r 


In this case, the value of m is the elementary regression 
co-efficient of y on x and the true linear relation between 
the variables is the elementary regression line (1). Hence, 
if the deviations can be assumed to appear only in y (with 
zero mean and uncorrelated with the true values of y), 
then the elementary regression line of y on x, as found by 
the least squares method, provides the true relation. An 
exactly similar result holds if the deviations appear only 
in x.} 

Case (2) r,,=0. No correlation between deviations in x 
and y. Here the condition (6) reduces to 

(1 — A2,) (1 — 04.) =7?,y 

and, from (5), we can write m in either of the forms 


=t Ais 
nag 5S eed Bee BL 
a 2 

I-A?*, o, Fx o. 


There is a simple relation between the deviation intensities 
producing a given amount of correlation in the observations. 
If we know (or assume) the value of A,, then the value of 


A, is given by 


b= Ae 
The deviations in x increase in importance as those in y 
decrease, A, increasing from zero to its maximum value 


Af 1—7?,, as A, decreases from its maximum valuea/ I-?r?,, 
to zero. Further, as this happens, the value of m varies 


|The elementary regression line (e.g.) of y on 4 provides the truc relation under other 
assumptions. This is so if : 
ov Oy 
Fan =fay— 
*u Oe 
ie. it the deviations alone give the same regression co-eticient as the tull observed vaiues 


of the variables. 
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continuously (increasing or decreasing according as f, 1s 


coe . Co Io : 
positive or negative) from 7r,—! to —- —’, 1.e. from one 
oO 


x Try Cy 


elementary regression co-efficient to the other. 

If we assume that the deviations are uncorrelated, there- 
fore, the line representing the true relation between the 
variables lies within the acute angle between the elementary 
regressions, being near the elementary regression line of 
y on x if the x deviations are relatively small and near the 
elementary regression line of x on y in the converse case. 
The elementary regression lines form a range within which 
the true line must lie and what we know, or care to assume, 
about the relative extent of the x and y deviations enables 
us to locate the true line more or less accurately within 
this range. 

Case (3) tTuw=—+1. Perfect correlation between deviations 
in x and Y. 

Suppose that the deviations in x and y are always pro- 


ap ok 
portional. Then - is constant and equal (say) to tan§, 
u 


where f fixes the “direction” of the perfectly correlated 
and proportional deviations. So 
CG 
a,=0,tanB and A,=A,tanB 2 
=, 
and the value of m in (5), using (6), reduces to 
ma 19280 B —9,cosB oy 
o,SinB —Ty0,cosB oa, 
Hence, given the observations, the value of m depends 
only on tan§ and the position of the true line is determined 
if we know or assume the direction of the deviations in this 
special case. 
CG, I 
If m,=fyy—! and my=— 2 denote the elementary regres- 
Oo, ro. 
mz — tanp 
Mts, = tanp 
To fix ideas, suppose r,,>0 so that m,>m,>0. Taking 
tanB along the horizontal axis and m along the vertical 
axis, the dependence of m on tan is shown by the curve, 
a rectangular hyperbola, of the appended diagram. For 
inversely correlated deviations, 7,,=--1I and tanB<o, the 


sion co-efficients, we can write m=m, 
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value of m increases from m, to m, as tan increases from 
infinitely large negative values to zero, i.e. as the deviations 
in x become larger relatively to those in y. This is a result 
very similar to that of Case (2). For directly correlated 
deviations, 7,,=-+I and tanB>o0, the value of m must lie 
outside the range (m,, m,) and may even be negative, opposed 
in sign to the observed correlation co-efficient 1,y. 

In the case of perfectly correlated deviations considered 
here, the true line lies between the acute angle between 
the elementary regression lines only if the deviations are 
correlated in the sense inverse to the observed correlation 
between the variables. In other circumstances the true 
line lies outside this acute angle. The elementary regres- 
sion lines do not provide sure guides in the location of the 
true line; it all depends on the direction in which the 
deviations are correlated. 

LLP ee 


: y 
Case (4) o,2—-0,2  6,7— o,? 


198 ECONOMICA [MAY 


From the results (4), we have 


o,? —o,?=(1 — m)o;?-+(¢,? are 


and P pyF 2 y= MG p* +P GF uF py 
So m Se TryF Fy — TuvF uF» -& TryF Oy 
I-m?  (o,?-¢,?) —(¢,2-¢,?) o,?-¢,? 
in the case assumed. Write m= -—cota so that the true 
line is 


xcosa+ysina=o 
m cota tana 
Then 


Set Fa he = etans 

I — m? I-—cot?q I-—tan%g 3 ‘i 
210 
So tan 2a=—>—; 
Cr —G, 


But this is just the condition that the true line, written 
as above, is provided by the orthogonal regression line, or 
the “line of best fit”. The orthogonal regression line, 
therefore, gives the true line if the deviations satisfy the 
relation set out here, i.e. if they are such that the same 
orthogonal regression line is determined from the deviations 
alone as from the full observed values. 

The present case differs from the previous ones in a very 
important respect. The form of our results here shows 
that the determination of the orthogonal regression line 
is not independent of the choice of units for the measure- 
ment of the two variables. If the scale of x or y is changed, 
then an entirely different orthogonal regression line is 
obtained. Suppose that the units of x and y are given, 
as when the variables are measured in the same natural 
units. Then certain particular configurations of deviations 
(satisfying the above condition) are such that the orthogonal 
regression line is the true line. But this does not provide 
a means of avoiding an examination of the nature of devia- 
tions. Conversely, if the configuration of deviations is 
given, then the units of the variables can always be manipu- 
lated so that the true line is provided by the orthogonal 
regression line. There is, however, no way of fixing the 
appropriate units in any practical case. 


} Two particular cases can be noticed. If the deviations are uncorrelated, the orthogonal 
regression linc is the true line if o,=0,, ie. if the deviations are of equal dispersion on the 
scales adopted for the variables. If the deviations are perfectly correlated and proportional, 


the condition is easily seen to imply that S=tan~! 2 is equal to a, ie. the orthogonal 
u 


regression line is the true line if the deviations are in a direction perpendicular to the true 
line. 


1939] THE ASSUMPTIONS OF LINEAR REGRESSION 199 


IV 


The following results are obtained. A linear relation 
between two variables is disturbed, in given observed data, 
by deviations with zero means and uncorrelated with the 
true values of the respective variables. Then: 

(1) The determination of the true linear relation 
from the observations depends on the configuration of 
the deviations and the latter must be such that the amount 
of correlation observed between the variables is obtained. 
(See results (5) and (6).) 

(z) If deviations appear in only one variable, then 
one of the elementary regression lines gives the true 
relation. ; 

(3) If deviations appear in both variables but are 
uncorrelated, then the true relation corresponds to a 
line lying in the acute angle between the elementary 
regression lines. A more exact location can only be 
obtained from knowledge of the relative magnitude of 
the deviations in the two variables. 

(4) If the variables show deviations which are per- 
fectly correlated and proportional, then the elementary 
regression lines no longer necessarily limit the location 
of the true line. The latter lies within the acute or the 
obtuse angle between the former according as the correla- 
tion between the deviations is in the opposite or the same 
sense as that between the observed variables. Further, 
as the example below shows, the true line is not neces- 
sarily limited in position by the elementary regression 
lines in any case where there is some correlation between 
the deviations in the variables. 

(5) The orthogonal regression line, or ‘line of best 
fit’, is not invariant as to scales and should not be used 
as an alternative to an examination of the configuration 
of deviations in the data. 

(6) In using the results (5) and (6), we must know 
values of two of the parameters (A,, A, and r,,) of the 
configuration of deviations. In practice, therefore, the 
results are rather negative. All we can do is to select, 
in the light of whatever is known about the deviations 
in the data, a value for A, : A, (the relative magnitude 
of the intensities of the deviations) and a value for ,r,, 
(the extent of the correlation between the deviations), 
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V 


It is maintained that the conclusions of the growing 
number of econometric studies making use of regression 
analysis cannot be accepted without some examination of 
the basic data and of the appropriateness of the regression 
formula used. A simple example illustrates. 

In Statistical Laws of Demand and Supply (1928), Pro- 
fessor Schultz has studied the demand for sugar in the 
light of market data on prices and consumption, U.S.A., 
1890-1914. One of the methods he adopts is essentially 
the following. In order to eliminate the effect of temporal 
changes (as far as they are systematic), we take the con- 
sumption of sugar and express this as a ratio (x) of its trend 
value. Similarly, the price of sugar is expressed as a ratio 
(y) of its trend value. It is assumed that the demand law 
for sugar is fixed over time and is linear in x and y, and 
further that the observations in the 25 years considered 
show random deviations of the kind described above. 
Deviations must arise if only for the reason that x is obtained 
from the total yearly consumption and y from the average 
price in the year. The level of consumption in the year 
must be affected, for example, by the dispersion of prices 
during the year. Again, the consumption and price do 
not correspond exactly since the former relates to the whole 
of the U.S.A., while the latter is the average wholesale price 
in New York. Finally, of course, there is the possibility 
of errors of estimate in the actual records of consumption 
and prices. 

Without a very intimate knowledge of the data, it is 
difficult to make more than the roughest of guesses about 
the nature of the configuration of deviations likely to be 
present. It may be hazarded that the consumption devia- 
tions are of greater importance than those in prices and 
that there is a significant, but not a large, amount of correla- 
tion between the deviations.!. If the true demand relation 
is y=mx, taking the variables from their observed means, 


1In his path-breaking study, Professor Schultz considered at some length the bearing of 
the deviations in consumption and price upon the problem of determining the appropriate 
demand line (op. cit., pp. 35-39). He says that “ the statistics of sugar consumption are as 
subject to error as the statistics of sugar prices, if not more so”. He goes on to show that, 
under certain conditions and when the variables are equally accurate or inaccurate (conditions 
which seem to correspond to the case discussed here when the deviations are uncorrelated 
and o,=oy), the true demand relation is given by the orthogonal regression line. It should 
be noticed that the variables, being trend ratios, are independent of the units used for measuring 
consumption and price. The fact that the orthogonal regression line is not invariant as to 
scales is thus immaterial in this problem. 
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then the table below gives the values of m, computed by 
means of (5) and (6) from the scatter of 25 observations 
given by Professor Schultz, for certain stated configurations 
of deviations : 


Assumed Assumed value of A, : A, 
value of 1,, A, PAA), | A,=4A, 


value of m 


+0.5 — 1.92 
+0.25 — 1.96 

O =:2.02 
~0.25 —2 12 
-0.5 — 2.30 


It is clearly seen that the numerical value of m increases 
as the relative importance of the consumption deviations 
increases and as the correlation between the consumption 
and price deviations changes from direct to inverse. It 
seems likely that the value of m lies between - 1.9 and - 2.4. 
The elementary regression lines give m=-1.34 and 
m = —2.22 respectively. Some of the likely values of m 
fall outside the range so determined and the elementary 
regressions are not of much significance if there is appreciable 
inverse correlation between the deviations. Professor Schultz 
adopts the value of m= - 1.98 given by the orthogonal 
regression line, probably an under-estimate of the true 
numerical value of m. 

The value of the elasticity of demand for sugar, in any 
year in which consumption and price conform to the 
“normal” trend values, is constant and equal to the 
reciprocal of the numerical value of m. The elastictity is 
thus likely to lie between 0.42 and 0.53. The value adopted 
by Professor Schultz, as obtained from the orthogonal 
regression line, is 0.51. This probably errs on the side of 
over-estimation. 
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COMMENTS 


By Henry. Scuuttz 


Mr. Allen’s approach to the theory of regressions appears 
so different from the generalised least-squares procedure 
which I used in my Statistical Laws of Demand and Supply 
with Special Application to Sugar (Chicago, 1928) and to 
which he refers, that it is instructive to point out some 
of the relations existing between them. 

The generalised least-squares procedure may be sum- 
marised as follows: 

Let the equation of the line be: 

(1) ax+b—y=o. 

Let the adjusted or calculated values of the variables be: 
rae ae 

and let the corresponding observed values be : 
Xi Vie 

The residuals are then: 

(2) { Vz = (x; — X'5) 

%=(y; - y's). 

Let W, and W, be, respectively, the weights of x and y 
which we assume are constant for all sets of observations. 
The problem is to determine a and J so that the sum of 
the squares of the weighted residuals : 

(3) ie ees y)=2W 0,2 +2W ,o,? 
shall be a minimum. 

Differentiating (3) partially with respect to a and b, and 
setting the derivatives equal to zero, we find that equa- 
tion (1) is satisfied by the means of the two variables, so 
that the intercept b can be easily determined, and that the 
slope, 4, is given by the roots of the quadratic : 


Pie | Bey £ ams iy itd 
oa at +a(go 2-28) g=0, 
where 

W, 
(5) =f" 


y 
It is impossible to determine a without making an assump- 
tion regarding the value of y. 
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If go, then (4) yields: 
(6) amy 


which is the slope of the regression of y on x. If, on the 
other hand, g=o, then 


(7) Ro 


which is the slope of the regression of x on y, referred to 
the same axis as (6). 

If g has any value between zero and infinity, equation (4) 
has two roots which are of the same or of opposite signs 
according as gSo. 

If we assume that 


W. 
8 == 
(8) ea ea, 


we obtain two orthogonal regressions with slopes of opposite 
sign. 

The proof is simple. In the process of deriving (4) we 
obtain for the relation between the weights and the 
residuals : 


oe oles 
(9) ee 
where o =a is the slope of the line. But nt is the slope 


of the line connecting the observed point with the corre- 
sponding point on the line, so that when we assume that 
—— =], we obtain : 


W 


%, ax 

(10) a dy’ 
which means we then minimise the sum of the squares of 
the perpendicular deviations of the points from the line. 

Assumption (8) is the one which I made in my book 
Statistical Laws of Demand and Supply. In that work, | 
neglected the positive root of equation (4), because it would 
have yielded a positively sloping line, which is meaningless 
as a demand curve. 

It is clear, then, that even by the method of least squares 
we may, under certain assumptions, obtain regression 
lines which lie outside the limits fixed by the elementary 
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regressions, and which may even have slopes differing in 
sign from that of 1,,.' 

In one respect, however, there appears to be a funda- 
mental difference between Mr. Allen’s procedure and mine. 
My equation (9) requires that the correlation between the 
residuals v, and v, be either o or +1. Mr. Allen’s pro- 
cedure enables him to consider all values of the correlation 
between +1 and -1. That by equation (9) the correlation 
between the residuals v, and v, must be either 0 or +1, 


follows from the fact that W, must be constant for all the 


W, 
observations and from the fact that 2 the slope of the 
line, is likewise a constant. We have therefore v, = ko. 
By putting mo oo and wae we obtain the elementary 


regression lines which allow no deviations in one of the 
variables, thus assuming that Ty 9,70» For all other values 


W 
may be tabulated as follows: 


r is +1 according as — Pe o. These results 


T may add that it is impossible to make use of the method 


— 


W, 


of least squares and to assume that the ratio of W. 
varies from observation to observation. 


21 am grateful to my assistant, Mr. Jacob L. Mosak, for pointing out. this fact. 
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‘An African Survey” 


By Arnotp PLantT 


Five months have elapsed since the publication of An African 
Survey, in which time those who are concerned with “ problems 
rising in Africa south of the Sahara ” will have had frequent occasion 
to consult it. Ona first reading of its 1662 pages (I omit the 170 pages 
of index) it made a profound impression, and the respect which it 
then commanded has deepened steadily with each subsequent reference. 
The African Survey arose out of a proposal made ten years ago by 
General Smuts in a Rhodes Memorial Lecture at Oxford. Investiga- 
tions were set on foot by an organising committee which secured 
finance trom the Carnegie Corporation of New York and later from 
the Rhodes Trust, and Lord Hailey accepted the responsibility for the 
direction and conduct of the survey. Few University lectures can 
have prompted so eminent a band of collaborators to so ambitious 
and yet so successful an undertaking. The resulting volume bids fair 
to take its place in due time among the documents which have changed 
the course of history of a continent. 

The mode of publication has been chosen with commendable vision. 
[t is characteristic of the spirit which has animated the Survey chat it 
should have been issued complete in one volume instead of four or 
five, at a price of one guinea instead of four or five, so that every 
official and every scholar who has to do with African affairs may keep 
it by him on his desk. Can one reasonably ask for more? Perhaps 
one further benefaction. Many of the people who make or administer 
policy in Africa read French more readily than English. It would be a 
thousand pities if the influence of this Survey were long delayed or 
narrowly restricted for want of a French translation. The Survey is 
comparative, factual and objective ; and the British Commonwealth 
has its own contribution of success and failure in policy making, and 
of well-devised as well as mis-guided expedient in practice, to make 
to the pool of African experience. 

To quote from Lord Hailey’s preface, * The Survey ranges over 
an area in which a Dominion of the British Commonwealth and four 
European Powers are engaged in a common task, though in some 
respects with widely different methods of approach . . . The sole object 
for undertaking the Survey was the hope that it might prove of some 
service to the Powers which have possession of territories in Africa, 


' An African Survey. A study of probleras arising in Africa, south ul the Sahara. By 
urd Hailey. xxviii + 1837 pages. Oxtord University Press. 214. 
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and of some benefit to the African people. It has been felt that this 
purpose could best be served by a statement as largely as possible of a 
factual nature, so arranged as to enable the different administrations 
to appreciate the extent to which their problems are shared by their 
neighbours, and to inform themselves of the measures which are 
being taken to meet them”. The area covered includes all the 
territories in which the problems of development are most important, 
but it excludes Ethiopia and other Italian possessions and the Anglo- 
Egyptian Sudan, and less attention is given to the Portuguese posses- 
sions than to the other territories south of the Sahara. 

The Survey proceeds from a description of the peoples of Africa 
and their languages to an account of the existing systems of Govern- 
ment, of law and justice, and of native administration, followed by a 
close examination of social and economic development, as conditioned 
by natural physical conditions. The arrangement of the twenty-five 
chapters is by subject rather than by territory, with the result that 
community of problem and of experience as well as diversity of policy 
and expedient are continually displayed in the most convenient 
context. It is hardly possible to make a useful summary of the 
contents. 

Some important recommendations are included. In the opening 
chapter, Lord Hailey inclines to the view that there is need in the 
United Kingdom for “the provision of means by which colonial 
affairs can come under the systematic review of a body of informed 
non-official opinion”. He suggests as the appropriate body “a 
Standing Committee of the Houses of Parliament, specifically charged 
to report periodically on the affairs of each colony or protectorate ”’ 
and empowered on the pattern of the Permanent Mandates Com- 
mission to examine respresentatives nominated by the Colonial Office. 
In the penultimate chapter, three proposals are made, and endorsed 
by the Research Committee, concerning the future organisation of 
African studies. Firstly, “ the research institutions of Great Britain 
should take a larger share in African research, as an alternative to the 
expansion of the establishments employed in the colonies”. Secondly, 
African research should receive liberal subsidy from the British 
Treasury, to supplement colonial contributions, and “ preferably in 
the form of an annual non-lapsing grant-in-aid ” administered by either 
a committee of the Privy Council or the Economic Advisory Committee 
of the Cabinet. ‘‘ It is assumed that the body administering the fund 
would not institute research directly, but would operate through 
existing institutions in Great Britain already engaged in anthropo- 
logical, linguistic, social or scientific research, or through the medium 
of grants to colonial governments.” ‘Thirdly, in order that informa- 
tion concerning Africa be made more readily available, the committee 
‘strongly advise the institution of an African Bureau, preferably 
situated in London,” at an estimated initial cost of about {10,000 a 
year, and preferably ‘* controlled by a non-official body ” while drawing 
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its finance from the British and Colonial Governments and, it is hoped, 
from other sources. 

_ The Survey itself provides the best evidence of the case for implement- 
ing these proposals. It is a pioneer example ot the kind of enquiry 
which should be kept continuously in progress, and we have not far 
to look for proof of its value to the British Government. For example, 
there has recently been issued the Report of the Rhodesia—Nyasaland 
Royal Commission (Cmd. 5949 of 1939). In their prefatory remarks 
the Commissioners refer to the advantage they enjoyed in their ability 
to consult the African Survey while engaged in drawing up their report 
on their return to England. ‘‘ This comprehensive study of problems 
in Africa south of the Sahara has been of great assistance in enabling 
us to consider questions arising out of our Terms of Reference in the 
light of experience in other parts of the Continent ” (Paragraph 12). 
Criticising the frequent change of personnel in the civil service of 
Northern Rhodesia (Paragraph 375), the Commissioners “ are disposed 
to endorse ” the suggestion in the African Survey that strong reasons 
now exist “ for constituting a separate branch of the Colonial Service, 
confined to employment in Africa”. Their proposal, again, to increase 
the number of elected members in the Legislative Councils of Northern 
Rhodesia and Nyasaland to equality with the official members, subject 
to separate provision for representation of native interests and to 
reservation of powers to the Governor, follows upon appreciative 
quotations (paragraph 439) from the discussion in the African Survey 
of these problems of development towards self-government in British 
Tropical Africa. The Report of the Commissioners is concerned. 
only with the next step in the relations between these territories, 
in the expectation that the objections to their eventual amalgamation 
will gradually be lessened. In the meantime, ‘ there should be some 
provision for a periodical review of the progress made,” and the 
governments concerned should examine the position periodicallv. 
The recommendations contained in the African Survey have an obvious 
relevance. 

The objection to the immediate amalgamation of the territories 
of Northern Rhodesia and Nyasaland with South Rhodesia arises out 
of the divergence in the trend of their native policy. In self-governing 
Southern Rhodesia, containing §5,000 Europeans but a proportion of 
22 natives to each European, it is “in some respects restrictive, and 
will, if persisted in, limit the opportunities open to Africans, as they 
gradually emerge from their present backward condition”. In 
Northern Rhodesia, with 11,000 Europeans, and in Nyasaland with 
under 2,000, but with proportions of natives to Europeans of 129 to 
1 and 881 to I respectively, His Majesty’s Government in the United 
Kingdom has laid it down that the aim of administration shall be to 
promote the welfare of all the inhabitants irrespective of race or 
religion, and that persons of every race have a right to equal treat- 
ment in accordance with their several needs. Both policies are, 


208 ECONOMICA [MAY 


however, in an experimental stage. “The reactions of the present 
policy in Southern Rhodesia cannot yet be fully determined, and 
modification in the light of experience is not ruled out.” The Com- 
missioners expect that a greater measure of general co-operation and 
consultation between the Governments “ will render practicable a 
blending of the two as the relative merits of each become apparent, 
or even lead to the replacement of both by a fresh policy based on 
collective experience ”’. 

This divergence between the native policies of the various govern- 
ments, and the resultant clash of regulations affecting the economic 
freedom of the native peoples, constitute the central theme of the 
African Survey. The territories cannot be insulated completely one 
from the other. Natives migrate, both subject to legal restrictions 
and in spite of them. Products involving the use of native labour are 
exchanged across territorial boundaries. The boundaries cut across 
racial and tribal groupings, and news of differences in the degree of 
discrimination travels quickly and generates disturbance. The African 
Survey most admirably recounts the facts concerning these central 
problems of racial discrimination in economic policy. The authors 
might indeed have gone a little farther towards furnishing an authorita- 
tive statement of the principles which must underlie policy, if it is to 
achieve its objects with some degree of permanence. Even the 
factual statement has involved conclusions concerning trends, and 
explanations of current behaviour, and one or two disappointing 
blemishes in the survey might have been avoided by more systematic 
consultation and discussion with specialists. 

It is, for instance, unfortunate that the chapter on the problem ot 
labour should open (page 603) with a paragraph representing the 
‘inadequacy " or. ‘‘ shortage ” or “‘ deficiency ”’ of the labour supply 
to be ‘a distinguishing feature of labour problems in Africa”’. The 
supply is “‘ short”, in Africa as elsewhere, firstly in the sense that it 
commands a price, from which point of view it is indeed far less scarce 
than elsewhere ; and also because the native workers are not encouraged 
by some governments in Africa to do more paid work than they need, 
in view of the unpleasant restrictions placed upon native work in the 
territories in question. The economists who have made a special 
study of this field might have helped the organisers of the Survey 
to prepare an agreed statement of the real peculiarities or distinguishing 
features of the African labour market. The attitude of workers is 
sometimes best understood by considering wages, conditions of work 
and prospects together. Similarly, to understand the arrangements 
made by employers, it may help to ask what incentive an employer 
has, to try to induce willing and efficient workers to stay with him. 
Viewed from these standpoints, differences between the Union and 
Southern Rhodesia on the one hand and the tropical territories on the 
other assume a more rational aspect. Where the scene is dominated 
by the sectional interests of the present generation of European workers, 
an employer must resign himself to the fact that native workers, 
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whatever their potentiality and co-operativeness, are not legally 
capable of anything more than unskilled tasks. They are like office 
girls who retire at marriage, and are likely to marry. What incentive 
has a mining company to invest money in training natives, or in 
building up a permanent labour force? Why build and maintain 
married quarters in the locations ? How much wiser to depend upon 
migrants from the reserves, organising the work in such a way that 
even a piece-work system has little to commend it, as compared with 
the simplicity of treating native workers as an undifferentiated mass of 
human energy. For such conditions, with all their social and economic 
repercussions, it is the “civilised labour policy” of governments 
and not the inhumanity of the employers which must be held respon- 
sible. Is it surprising that natives in general lack enthusiasm for 
such work ? Contrast some of the arrangements in tropical territories, 
where the native workers in the mines are settled permanently with 
their families in townships, and rise to positions demanding skill and 
responsibility. 

The discussion of wages follows tradition with undue fidelity in its 
assumption that custom largely determines the level of remuneration. 
Natives are said to be paid at rates ‘* suitable to native conditions. 
The essential feature of these conditions is assumed to be, that the 
native employee is not entirely dependent on wage-earning, and that 
he and his family can, if necessary, draw their subsistence from the land, 
the wage thus representing only a means of satisfying requirements 
which have to be met by cash expenditure” (page 682, and, again, 
687). One would have hoped on the contrary for a clear recognition 
that the importance of the reserves (like the “ pin-money ” of the 
semi-independent young lady) lies in the additional power which they 
give to such natives to pick and choose their work instead of being 
obliged to accept an early offer. The possession of land in a reserve 
increases rather than reduces the bargaining power of the natives, 
setting a lower limit to the terms which an employer can offer, not 
excluding the central “‘ monopsonist” labour department of the 
Chamber of Mines, despite all the skill displayed by its recruiting 
staff. A good harvest in the reserves does not enable the mining com- 
panies to cut wages! On the contrary. It is consequently quite 
erroneous to argue that the inadequacy of the wages of urbanised 
natives is explained by a general readiness of those from the reserves 
to accept less than the full cost of subsistence. Wage offers have no 
such direct relation to the cost of living in any particular condition, 
but are determined by the desire of natives for income, the nature of 
their other sources of income, and the attractiveness of other offers 
of employment. Similarly, it is misleading to suggest that the high 
level of wages of skilled European workers in South Africa is to be 
simply explained as a sort of hang-over from the gay times of the 

early mining boom. The statutory wage-rates determined under the 
industrial Conciliation Act, supported by the «Apprenticeship Act 
which controls the adaitiesion of new recruits and is so administered as 
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to see to it that their skin is white, provide a more satisfying explana- 
tion. More emphasis might well have been placed upon these causes. 

They do in fact receive further attention in a chapter devoted to 
the ‘internal aspects of economic development. Here it is suggested 
of the “ civilised labour policy ” that “‘it is by no means clear that 
it involves the community in greater expenditure than if it made the 
minimum practicable provision for its white unemployed ” (page 
1370). Assuming with the author that the end in view is the growth 
of a primarily white community, the wisdom of the policy is still very 
questionable. The test which he adopts, of the amount of expenditure 
involved, is clearly inadequate unless it is applied in relation to the 
effect of the policy on the size of the national income from which it 
has to be paid. The reservation of government railway posts for 
Europeans at relatively high wages, the protection of industries on 
condition that an approved proportion of Europeans are employed, 
and similar devices which involve a substantial increase in production 
costs, check the growth of the export trades (in 1923 exports were 
equivalent in value to 42 per cent. of the national income) and of the 
home market, particularly among the native peoples. There is surely 
a presumption that the national income would have been much greater 
if ‘‘the most economical employment of resources’ were made the 
guiding principle of economic policy, and the fund from which 
unemployment relief has to be paid would have been better able to 
stand the expenditure of maintaining Europeans who failed to be 
absorbed into employment by the expansion of business. 

An equally debatable judgment is volunteered in the same chapter 
concerning the South African policy of protection which was intensified 
in 1925. The opinion is advanced that ‘ there can remain little doubt 
that when all reasonable allowance has been made for the effects of 
increased costs upon mining and existing export industries and for 
any consequent maldiversion of resources, the protective policy has 
made quite a substantial addition both to employment and to the 
national income”. The increase is attributed to the protective policy. 
The belief rests upon the contention that before 1925 high money 
wages condemned the economic system ‘‘to run at half pressure ” 
with consequent unemployment. There is difficulty in fitting the facts 
to the theory. Unemployment was not especially prevalent in 1924/25. 
A highly ingenious answer is ready: ‘‘ The consequent unemployment 
took, however, a somewhat different form from that which it would 
take in a European country. The white workers who might in other 
circumstances have been employed in skilled and supervisory tasks 
have been forced to content themselves with less highly paid posts. 
The unskilled Europeans have been forced into more intense 
competition with native labour. The native labour displaced by this 
competition, and by the civilised labour policy consequent upon it, 
has been thrown back upon its own resources, and thus upon the 
production of its own native agriculture in the reserves ” (page 1372). 
Create prosperity, in fact, by protecting the aristocracy, who otherwise 
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take the poor man’s work! If the objection be repeated that cost- 
raising devices jeopardise the vital export trade of South Africa, the 
answer here given is that the currency was devalued eight years 
later in order to help the gold mining industry and that agriculture was 
assisted by export bounties. If the further objection be raised that 
a policy, which offered the certainty of an increase in the already high 
costs of living and the mere hope of a share in the sectional advantage, 
represented a dangerous gamble for the poorer Europeans, the answer 
offered is that though protection may have mitigated their plight 
‘it has by no means removed the problem completely ”. Those who 
ask how the policy has affected the bulk of the population, the natives 
who are forbidden to share in the spoils accruing to the protected 
industries and handicapped by the high cost of every requirement of 
civilised life, w..1 be disturbed to find no consideration given to them 
in the process of arriving at this somewhat sophisticated judgment. 

A highly informative account of the history of forced labour in 
Africa, included in the chapter on the problems of labour, concludes 
with the judgment that “ though some abuses of authority still exist, 
there is a consistent movement in all territories towards a more efficient 
regulation of the use made of forced labour, and the substitution of 
voluntary labour ” (page 630). One looks in vain for a discussion of 
the principle by which “‘ abuse ” may be defined. It may be suggested 
that the appropriate distinction is between work of current mainten- 
ance and that of capital improvement and construction. Forced 
labour for maintenance of public works, accompanied by scales for 
commutation by payments in money or in kind, is clearly a legitimate 
tax. Capital works, on the other hand, are normally undertaken only 
if the anticipated future flow of income from their construction justifies 
the interest charge on the cost, including all labour costs, of construc- 
tion. If subsidy is to be avoided, the labour for such purposes 
should be hired and paid out of the fund raised for the capital purpose. 
For lack of some such principle, the phraseology of part of the historical 
account is somewhat unfortunate. It is stated that the building of 
the Uganda railway “ necessitated ” forced labour from India; that 
the French Government “ was driven ” in 1885 to import forced labour, 
and that “ the use of impressed African labour became in many cases 
imperative’. In each case a compulsory capital levy to pay volunteer 
labour might have been considered equally imperative, but that 
expedient quite rightly was not adopted. 

In order to secure a picture of capital investment, the African 
Research Survey in 1935 commissioned Professor S. H. Frankel to 
prepare an account of European investment in Africa, showing the 
form it had taken, the functions it had performed and the factors 
which may be expected in the future to influence the further supply. 
The statistical material compiled by Professor Frankel and his 
assistants extends to 102 tables and six charts, round which he has 
written his study of Capital Investment in Africa: Its Course and 
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Effects,1 issued as a complement to 4n African Survey. Professor 
Frankel has found his material difficult to handle, and has felt it 
desirable to re-write a good deal of the economic history of the Union 
of South Africa and of the other territories as a setting for his statistics. 
That account will be of value to those readers who approach the subject 
for the first time, though it may be questioned whether it is really 
necessary, in addition to an extensive bibliography, for the majority of 
those specialists who will have the most frequent recourse to the tables. 
Of the new and valuable material presented in the volume, interest will 
centre mainly on the estimate of total capital from abroad invested 
in Africa from 1870 to 1936, ignoring amounts repaid or lost, and 
including a conjectural figure for each territory of investments made by 
companies and persons and not “ listed” in the money markets. The 
total for all British and non-British territories covered by the Survey 
(and including also the Anglo-Egyptian Sudan and British Somaliland) 
is £1220 millions—nearly equal, that is, to the combined capital of the 
four main-line railway companies of Great Britain—and of that sum 
over {546 millions was introduced on Government accounts. 

Professor Frankel makes no attempt to estimate the amount of 
capital now actually held by British and other investors in Africa, but he 
expresses the view, without discussion but following Professor Eugene 
Staley, that the estimates of Sir Robert Kindersley are too low. In 
addition, the average rates of interest payable on funded debt in British 
Africa are calculated for the four years 1913, 1925, 1932 and 1935. 
Financial statements, railway returns and trade statistics are collected 
for a term of years for each of the African territories. 

Professor Frankel in his conclusion expresses doubt whether either 
the future supply of capital or the future opportunity for investment 
in Africa, as a region producing raw materials, will for the time being 
continue at the same rate as hitherto. So far as railway construction 
is concerned, his conclusion is that “in general, African railways 
have been constructed upon the basis of a too optimistic view of the 
rate of economic development in the territories they serve”. For 
the future, ‘at no distant time the greater part of Africa will be 
linked up by an excellent system of all-weather roads’ and by “ the 
vast network of airways, which has been planned already, and much 
of which is being operated to-day’. It remains to be seen how fully 
the controlling authorities, with excessive railway investments on 
their hands, will allow the African communities to enjoy access to 
these new facilities. Plans for “ transport co-ordination ” are almost 
as rife in this undeveloped continent as in Europe, and even to the 
compilers of the African Survey it appeared “ clear that unrestricted 
competition between transport undertakings is not in the general 
interest, and some form of regulation of transport must be regarded as 
essential for co-ordination” (page 1609). In the interest, must one 
presume, of the now severely threatened system of human porterage ? 


1 Capiual Investment in Africa: Its Course and Effects. By Professor $. H. Frankel. 
avi + 487 pages. Oxford University Press. 10s. 6d. 
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The Theory and Measurement of Demand. By Henry Scuutrz. 
Chicago: University of Chicago; and London: Cambridge 
University Press. 1938. xxxi + 817 pp. 34s. 


This monumental work, published three months before the lamented 
death by accident of the author, is the result of more than ten years’ 
research supported by the Social Science Research Committee of 
the University of Chicago. Apart from the statistical results, it is 
of special importance because it contains a careful summary of the 
various methods by which the problem of measuring the elasticity 
of demand has been approached by other writers, together with an 
admirable bibliography, so that the path is made easier for all future 
workers in this field. In spite of its expense, partly due to the over- 
lavish furniture of diagrams and explanations, it is necessary that 
every student of econometrics should become familiar with it. 

No one who has followed the work in this subject need be deterred 
by the elaboration in more than 800 pages of the theory and working-up 
of data. Part I, ‘‘ Theoretical Foundation,” summarises the theory 
and assumptions on which the statistical analysis depends, and 
though it contains much that is interesting, there is little, owing 
in part to the author’s earlier publications, that is untamiliar. Similarly 
Part III, ‘“‘ Interrelations of Demand,’ on the theoretical side is 
mainly an account of known analysis of complementarity, but it 
also includes instructive statistical illustrations. 

Part II, which is the main body of the work, exhibits in detail 
the equations of demand for ten agricultural products. The method 
can be completely mastered by working through the first section, 
that on sugar, and then looking at the formule in Chapter XVI 
on trend-ratio and link-relative methods. Thus prepared the reader 
will find the gist of the results in Chapter XVII. 

The practical conclusions, if established, are of great importance. 
The elasticity in every case (except in some periods for rye and for 
buckwheat) is less than unity. The demand for the more important 
crops has diminished, especially in recent years. Thus in the summary 
on wheat we read: ‘The findings that the demand for wheat is 
very inelastic, and more especially that the demand curve has been 
shifting downward with time, are of paramount importance to the 
wheat farmers and to the American people as a whole. An inelastic 
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demand means that, other things being equal, a bumper crop will sell 
for less (in the domestic market) than a moderate crop. This fact 
has recently been used as an argument in favour of the restriction 
of output by the A.A.A. If the downward shift of the per capita 
demand curve does not come to a stop in the near future, then all 
the plans for restriction of output as were sponsored by the A.A.A., 
or as.are now being sponsored by the United States Department of 
Agriculture, will give only temporary relief, for it will only be a matter 
of a few years before the downward shift of the curve will counteract 
the gain obtained from the creation of an artificial scarcity.” 

‘Tt may be held that the theoretical analysis of the nature of demand 
is irrelevant to the statistics. The theory depends, broadly speaking, 
on the indifference curves of an individual as a final consumer. The 
statistics relate solely to wholesale prices and sales. ‘“‘ The primary 
data that are needed are the quantities bought each year (or other 
period) by the wholesale-dealer-farmer-consumers from the farmer- 
producers, and the corresponding average unit prices.” It cannot 
be supposed that a corn-dealer has in his purchases any reference 
to an indifference curve that relates to sugar or cotton. The wholesale 
demand is derived from the retail demand, and especially in the 
case of farm crops it has been shown that the expense of distribution 
plays a dominating part in the determination of wholesale prices. 
In fact the statistical analysis does not depend on any theory, except 
for suggestions of method, but is a direct study of the relations between 
quantity and price in thc wholesale market, with reference to the 
influence also of changes in other factors. 

Till we come to Part IIT the only other factors considered are the 
general movement of prices as shown by the wholesale prices index 
number, the growth of population and (in some cases) a general index 
of prosperity, as measured by Industrial Production and Trade. 
The population factor is disposed of by taking the consumption as 
per capita, thereby assuming that the changes in the sex and age 
constitution of the population have no effect on the average demand. 
The prices of each commodity treated are deflated or inflated by 
the general index number, and the results are termed “ real prices ”’ 
It is a far cry from the purchasing power of a dollar in an individual’s 
economy to the change of wholesale prices of basic commodities, 
but there is no other course generally available, and possibly there 
is no serious influence on the historical movement of elasticities as 
measured in the sequel. The index of prosperity, when used, 
introduced as an independent variable. 

We have then in general x, the consumption per capita, y the “ real” 
wholesale price, for each of a series of years, viz.: in the three periods 
1875-1895, 1896-1914, 1915-1936, with some variations of date and 
omissions of particular disturbed years. The problem is then to 
express x as a function of y and ¢ (the time). In the simplest setting 
the relation is written x ay + b.t+ ¢, where ¢ is a constant. ‘The 
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values of a, b and ¢ are determined by the method of least squares, 
though other methods might be substituted. 
f 


The elasticity is then Het Lhe Rae ok Bae EMAL THN average es, 
dy x ay+b.t+e ay +¢ 
where 4, measured from the central year, is zero. 

Alternative equations are /og(x) =a.log(y) +b.log(t) +c, where the 
elasticity is a throughout the curve; and two pairs of similar equations 
where x, y are replaced by their ratios to the corresponding values 
on computed trend lines, or by the ratios of their values to those 
of the next year before. In these equations ¢ does not enter. 

The quantity 6 measures the shifting of the demand curve through 
time. It is in most of the cases negative, at least in the last period, 
thus indicating a weakening of demand. 

It is clear from mathematical considerations and is substantiated 
by the arithmetic that, when we are only considering the centre of 
the period and the averages of the quantities and prices, each of the 
six equations gives practically the same measurement of elasticity. 
It may also be asserted that there are not enough points and the 
data are not sufficiently precise to determine which formula is the 
best. We cannot say, for instance, that if the second of the equations 
gives the best fit that it is shown that the elasticity is constant. The 
measurement R, the general correlation coefficient, is given prominence 
as indicating the goodness of fit between the formula-results and the 
data. Here R= /(1 —d?), where d is the ratio of the mean-square 
average of the distances of the given points from the value given 
by the function (measured parallel to x) to that of the distances of 
the original values of x from their average. The fit can only be said 
to be good when R is very near unity ; for example, for corn in the 
third period R=.897, which looks satisfactory till it is expressed 
as d=.44, which is by no means negligible. 

Perhaps it should be said that the standard errors affixed to all 
the elasticities and constants only measure uncertainty in a con- 
ventional sense, namely, that if the observations are distributed 
in a random fashion about their normal or computed values then 
their average is subject to the error named. Their use is negative ; 
if the standard error is not smaller than the elasticity, then the data 
are not numerous enough to establish the value of the elasticity. 

The introduction of the t term into the equations, and the consequent 
use of partial correlation coefficients to measure the elasticity, is 
of great importance. It carries the assumption that all the factors 
and movements not directly brought into the equations have moved 
during the period in an orderly and continuous manner. It is described 
as a “catch-all” for the omitted influences. 

These difficulties of choice of method, of validity of assumption 
and of interpretation of results, are inherent in all attempts to ineasure 
demand, when we are only given isolated observations in a changing 
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environment. Their enumeration is not in any way an unfavourable 
criticism of the book, in which they are fully realised. In spite of 
them all positive results have been obtained and there is encourage- 
ment in this to other workers in this difficult and important sphere 
of econometrics. 

A. L. Bow.Ley. 


Monetary Policy and Crises. A study of Swedish experience. By 
BrinteEy Tuomas. London: George Routledge and Sons. 


1937. 247 pp. 7s. 6d. 


In many respects, no doubt, the insular character of English economic 
theory has been a source of strength. Yet its admirers in foreign 
lands cannot help thinking that it might have been considerably 
enriched by a closer contact with continental economic doctrine. 
They regret that so many British economists have taken a similar 
attitude as Mr. Keynes, who boldly confesses that ‘in German | 
can only clearly understand what I know already !—so that new 
ideas are apt to be veiled from me by the difficulties -of language ”’. 
He and Mr. Hawtrey, e.g., might undoubtedly have obtained their 
important results more easily—and perhaps have reached still further 
—if the teachings of, say, the great Austrian and Swedish economists 
had been part of their economic training. 

Fortunately, a change is noticeable in this respect at present. For 
several years a fruitful absorption of Austrian economics has been 
under way, and with the present volume Dr. Brinley Thomas has 
made a gratifying attempt at acquainting his countrymen with the 
fertile Swedish economic literature, which, owing to the difficulties 
of language, is and must be a closed book to most English economists. 

Indeed, it is a formidable task which Dr. Thomas has set up for 
himself. He intends to give an account both of (1) the monetary 
theories and business cycle theories of two generations of prominent 
Swedish economists and of (2) their application to Swedish monetary 
policy from the war inflation period to the recent slump and recovery. 
This is really too much for one volume. The inevitable consequence 
has been a somewhat inadequate treatment of both subjects. Regarding 
monetary theory one might perhaps rather say that Dr. Thomas 
gives at the same time too little and too much ; too little for professional 
economists wanting a real and thoroughgoing knowledge of the teachings 
of the “ Stockholm school”, too much presumably for those whose 
primary interest it is to learn the results of the recent ‘ Swedish 
experiment’. Regarding the actual course of events in recent years 
laymen and professionals alike will probably deplore the highly 
concentrated form in which the abundant statistical material is 
presented and wish for broader comments and comparisons. 

On the other hand, considerable space might have been profitably 
saved, in the opinion of the reviewer, by omitting the account of the 
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economic policy during and immediately after the Great War, since 
an excellent analysis of this period is already available in English 
(Eli F. Heckscher, Sweden’s Monetary History, 1914-1926, in Sweden, 
Norway, Denmark and Iceland in the World War.. New Haven. 1930). 
One of the most interesting theoretical problems raised during the 
war was probably that of the gold exclusion policy, which may be 
described as the first—unsuccessful—attempt at realising the Irving 
Fisher plan of a “‘ compensated dollar”, i.e., of a varying gold price 
at the central bank. But Dr. Thomas’s very brief account of this 
episode hardly gives the uninitiated reader the full understanding 
of its theoretical and practical implications. On what grounds, e.g., 
does the author conclude (p. 8) that “it was not to the interest of 
Denmark and Norway to raise the value of their currencies above 
that of gold’? All that can be said is probably that neither in Sweden 
nor in Denmark and Norway did the responsible authorities perceive 
the advantage of avoiding to share the general world inflation and 
that none of the countries used the gold exclusion for introducing a 
genuine ‘“ multiple standard ”. 

The greatest interest undoubtedly attaches to the chapters in 
Dr. Thomas’s book dealing with the recent slump and the measures 
adopted in Sweden to cope with it. In an introduction to the book 
Dr. Hugh Dalton describes it as ‘‘ an explanation of what must seem, 
to dwellers in less happy lands, an economic miracle”. He admits 
that “ external factors, such as the rise in certain export prices, have 
helped a little”. But primarily he ascribes the Swedish recovery 
to ‘internal action, based largely on the theories of Professor Gunnar 
Myrdal and executed with great political skill and economic insight 
by Ernst Wigforss, the brilliant Finance Minister in the Swedish 
Socialist Government”. The author of the book expresses himself 
much more guardedly. He gives his final conclusion in the form of 
a question: ‘‘ What weight are we to ascribe to the different factors 
in the recovery of Sweden? Depreciation of the currency, public 
investment financed out of loans, the rapid revival in the demand 
for exports, and the Central Bank’s easy money policy all played 
a part” (p. 233). Yet the general tenor of Dr. Thomas’s analysis 
gives a much too strong impression both of the extent to which the 
development in Sweden has been the result of a deliberate policy 
and of the role played by the professional economists in the formulation 
of this policy. , 

Though Dr. Thomas explicitly points out that the Swedish 
experiment “‘ gives no support to the naive gospel of price stabilisation 
preached by Professor Fisher”, it is doubtful whether his readers 
will realise that the various official declarations of the aims of future 
monetary policy which were issued in 1931 and later and which clearly 
bear the impress of theoretical economics, mentioning internal 
purchasing power, price levels, etc., were, on the whole, merely 
ornamental, and that in its practical policy the Swedish Riksbank 
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has confined itself since the summer of 1933 to a pegging of the sterling 
rate, so that for the time being Sweden, like Denmark and Norway, 
has what may be called a paper exchange standard and not a paper 
standard pure and simple. 

Dr. Thomas may reply that when he wrote his book one might 
still believe that if the interna! stability and prosperity stressed in 
the official declarations should become incompatible with the main- 
tenance of a fixed sterling rate the latter would have to be sacrificed. 
But after the sharp rise in prices which was allowed to occur in 1937, 
“not even the most clever art of interpretation ”’—to use Professor 
Erik Lindahl’s words—“ can conceal the fact that the ingeniously 
formulated programmes had been given up.” 

A central position in the myth about the Swedish miracle is occupied 
by the “sensational” results of the unorthodox budgetary policy 
- inaugurated in 1933. Though less enthusiastic than Dr. Dalton, the 
author attaches considerable importance to this factor. Too much 
importance, one is inclined to think, after comparing Dr. Thomas’s 
account with the excellent analysis of the same period recently published 
in English by the Swedish economist, Professor Arthur Montgomery 
(How Sweden Overcame the Depression. Stockholm. 1938). In his 
opinion the most important factor, indeed the only really important 
factor, in Sweden’s economic revival is to be found in the favourable 
competitive position which her leading export articles have enjoyed 
on the international market. Compared with this Professor Mont- 
gomery regards the effects of the Swedish financial policy on the 
upswing as relatively slight. This conclusion he sustains by a com- 
parison with the development in Finland during the same period. 
In spite of the fact that their financial and unemployment policies 
were radically different the upward movement in the two countries 
was fairly parallel. He even thinks that the cautious restrictive 
budgetary policy which, partly for reasons of principle and partly 
from necessity, was pursued in Finland was more effective in bringing 
about the turn than the moderate Swedish expansion. In other 
words, the support given to Finnish exports by wage reductions 
proved more efficient than the Swedish efforts to stimulate the home 
market. 

Elsewhere (Explorations in Economics. New York. 1936) the 
reviewer has attempted to show that similar conclusions emerge from 
a comparison with the situation in Denmark that suffered in the 
same period from a falling off in the international demand for her 
leading exports. It has even been argued that one might more 
appropriately speak of a Danish than of a Swedish monetary experiment 
in these years. The Danish budgetary policy remained somewhat 
more “orthodox”, but in other respects the expansionist measures 
were more radical in Denmark. For, on the whole, the Swedish 
policy was much more moderate than it needed to be, or rather, the 
basic conditions in Sweden were so favourable that it was not necessary 
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to take very radical steps; one could afford in greater measure than 
elsewhere to be faithful to the old prejudices. In Denmark, on the 
other hand, the attempt to create an expansion, primarily by means 
of easy money, was carried to the utmost limit set by the narrow 
“international margin”. , 

Another factor to which Dr. ‘lhomas hardly gives sufficient weight 
is the very low interest level obtaining in Sweden in this period. These 
low interest rates have had an immense importance by furthering 
the process of rationalisation in industry, and it was owing to this 
rationalisation, among other things, that the expansionist policy 
could avoid exerting too great a pressure upon the export industries. 

The brief sketch which Dr, Thomas gives of the monetary theories 
of Swedish economists is, on the whole, correct, but as already intimated 
hardly sufficient to meet the requirements of serious students. It 
is to be hoped that Dr. Thomas will utilise his excellent knowledge 
of the Swedish language and his intimate contact with the Stockholm 
group of economists for a second volume dealing in greater detail 
with their contributions not only to monetary doctrine but to other 
fields of economic theory as well. 

Cakt IVERSEN. 


A Century of Bank Rate. By R. G. Hawtrey. Longmans. 1938. 
ix + 328 pp. tos. 6d. 


Mr. Hawtrey’s latest contribution to the history and theory of interest 
rates falls naturally into two parts. The first, comprising chapters 
1 to V, deals mainly with the history of the Bank of England rate from 
1832 to 1932, though incidentally touching upon many important 
points of theory; the second, comprising chapters VI to [X, deals 
mainly with the theory of interest rates. 

The historical chapters examine in some detail the origins, in the 
years 1832 to 1858, of the traditional view of the effects of bank rate 
changes, and then trace the working of the bank rate from 1858 to 
1932, mainly with reference to gold movements, changes in business 
activity, and long-term interest rates. These chapters will be invaluable 
for reference, but they are so closely packed that, even with the help of 
the statistical appendices, it is not always easy to follow with full 
comprehension the intricate series of events described. It is possible 
that a chart to be studied simultaneously with the text might have 
proved useful here. It might also have been helpful if Mr. Hawtrey 
had added to the other information in the statistical appendix a state- 
ment of British imports and exports to illustrate the etfects of bank 
rate changes on the balance of trade. 

Two at least of the points made in this part of the book are novel, 
or at any rate inadequately realised. The first concerns the incon- 
venient effects of bank rate changes on the internal demand for 
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currency in the period before branch banking became general. “‘ We 
find repeatedly that at times of depression there is a big interior 
demand, and at times of rising wages and active employment interior 
demand falls off and even becomes a negative quantity ” (p. 50). The 
clue to this apparent paradox is to be found in the fact that times of 
depression are also times of low interest rates. When each country 
bank had to keep its own independent reserve of cash, it was often not 
worth while for country banks to go to the expense of sending their 
surplus cash up to London for investment, while banks in areas 
absorbing cash still required to draw a certain amount from London. 
Thus the lowering of the discount rate tended to bring an immediate 
net outflow of gold from London, forcing a premature rise in the rate 
while business was still depressed. In a period of increasing activity, 
similarly, a rise in the discount rate would bring cash out of the interior 
of the country, which would postpone the checking of the boom. This 
disequilibrating phenomenon decreased in intensity with the growth 
of branch banking and the improvement in communications, and 
finally disappeared in the last quarter of the nineteenth century. 

Another novel point concerns the effects of bank rate changes on 
imternational gold movements. Mr. Hawtrey observes that, when 
gold was widely used as currency, these took place, not in two, but in 
three stages. The first stage after a rise in the bank rate was the 
attraction of gold by means of the differential rate of interest. At the 
_ second stage, depression at home and continued activity abroad 
caused a favourable balance of payments. But the work was not 
completed until the third stage, when the spread of the depression to 
other countries caused activity and prices to fall throughout the world. 
Less money was needed everywhere for circulation and surplus gold 
collected in the central banks. The surplus gold of the world tended 
to move to London, the principal banking centre. Only with this 
third stage could the drain of gold be considered to be finally checked 
and a prolonged period of cheap money be expected.. With the 
disappearance of gold coin the importance of the third stage was 
largely diminished, for a mere fall in note circulations and a moderate 
rise in reserve ratios has ‘a much less marked effect. 

The second half of the book is largely devoted to a very effective 
re-formulation of Mr. Hawtrey’s well-known thesis that it is to changes 
in the short-term rate of interest, rather than in the long-term rate, 
that we must attribute the initiation of changes in business activity. 
It is true that common causes may at times raise long- and short-term 
rates together, but there are well-authenticated cases when a rise in 
the short-term rate was enough to check business expansion, though 
the long-term rate was unchanged. It is also true that even a small 
rise in the long-term rate, if it is expected to be temporary, may have 
the effect of inducing the postponement of the long-term financing of 
enterprises which would have been hardly affected if the rise had been 
expected to be permanent. But the very fact that the rise in the 
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long-term rate is regarded as temporary implies a much larger rise in 
the short-term rate, and it is the latter which prevents the immediate 
financing of enterprises on short term pending the expected fall in the 
long-term rate. 

While a change in the rate of interest has only trifling effects on the 
total costs of most firms, a change in the short-term rate has substantial 
effects on the cost of carrying stocks, and is well able to influence the 
policy of merchants and others in this regard. It is true that the 
actual rise in the rate often seems too small to have the effects attributed 
to it; but this “ psychological” effect is the result of experience and 
of the consequent expectation that, if the present rise is inadequate, 
it will continue until it is effective. A decrease of stocks in merchants’ 
hands implies decreased orders from suppliers, and sets in process a 
deflationary spiral, which is re-inforced only at a much later date by a 
reduction in the output of durable goods financed on long-term. 

In conclusion, Mr. Hawtrey surveys the various methods of credit 
control which have come into vogue in recent years, and gives it as his 
opinion that none of them can replace the bank rate as a flexible and 
effective instrument of credit control, whether on the gold standard 
or with a managed currency. 

Mr. Hawtrey writes throughout with all his accustomed cogency 
and clarity, and his book will be welcomed alike by historians and 
theoretical economists. 


Ef. W. Parsi. 


The Reciprocal Trade Policy of the United States. By Henry J. 
Tasca. University of Pennsylvania Press. 1938. 371 pp. 


The importance, both actual and potential, of Mr. Cordell Hull’s 
gallant effort to “ throw the weight of American power and influence 
against the current disastrous world movement towards economic 
nationalism ” abundantly justifies the strenuous labour which Dr. 
Tasca has put into his elaborately documented study of the reciprocal 
trade policy of the United States. After a brief outline of the back- 
ground of international economic relations which make the relaxation 
of trade barriers such a vital issue for the United States, and of recent 
trends of opinion and policy in the United States itself, he tells the 
story of the legislative adventures which preceded the passage of 
the Reciprocal Trade Act in June, 1934. Then follows a valuable 
analysis of the machinery of negotiating trade agreements, an 
examination upon “functional” lines of the treatment accorded 
to the various problems which arise when bilateralism is combined 
with adherence to the Most-Favoured-Nation principle, an estimate, 
necessarily provisional in 1938, of the effects of the Agreements upon 
world trade, and concluding observations upon the general significance 
of this radical change in American commercial policy. The story 
upon which the analysis is based ends early in 1937 and there is no 


222 ECONOMICA [MAY 


direct reference to the Anglo-American negotiations, but in a book 
which is a study of principles and problems rather than a history, 
such absence of complete up-to-dateness does not seriously diminish 
its usefulness. 

Dr. Tasca has a sturdy faith in the maximisation of real income 
through the extension of international division of labour, and his 
work is none the less valuable because he makes few concessions 
to the weaker brethren who in recent years have shown a disposition 
to come to terms with the rising power of neo-mercantilist prejudice. 
‘There is no question of either the wisdom or the necessity of making 
‘a full frontal attack” upon trade barriers, and the Cordell Hull 
technique, it is believed, offers a useful instrument for this purpose. 
There may be a profound logical disharmony between any conceivable 
system of quotas and the Most-Favoured-Nation principle, but in 
an imperfect world that is no reason for refusing to press as vigorously 
as possible for a reconciliation between these two divergent, not to 
say contradictory poncies, and the Américan negotiators have 
apparently had considerable success in preserving the substance 
of the Most-Favoured-Nation principle, even where quotas, exchange 
control and administrative protectionism were important instruments 
of trade policy. 

While still maintaining an attitude of reasonable caution in inter- 
preting the immediate consequences of reciprocal trade policy, Dr. 
Tasca appears to take a slightly more favourable view than did 
Professor Bidwell in his recent study, Our Trade with Britain, where 
the discounting process was applied rather more severely. At least 
one reader of his book had incautiously supposed that the chief supplier 
formula, directing attention in the first instance to those. imports 
of which the other party to a contemplated agreement is the most 
important source of supply for the United States, must necessarily 
limit severely the range within which the new technique could be 
applied. He was accordingly interested to learn that this formula 
has no formal legislative authority, but was rather imposed by the 
difficulties which would otherwise arise in interpreting the requirement 
for exchange of reciprocal benefits. Where the bargaining process 
can be made more effective by departing from the chief supplier rule 
there is no objection to so doing, and the agreements have already 
included several tariff reductions where the other contracting party 
was not the main supplier. 

Dr. Tasca has made a valuable and weighty contribution to the 
realistic literature of modern international economic relations. 


Attan G. B. FisHer. 


Slump and Recovery, 1929-1937. By H. V. Hopson. Oxford University 
Press. 1938. 484 pp. tos. 6d. 


Mr. Hodson has provided a very useful book of reference by weaving 
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together into a continuous narrative his contributions to the Survey 
of International Affairs published annually by the Royal Institute 
of International Affairs. These contributions happen to cover a 
complete cycle since that for 1930 naturally contained an account 
of the break in the 1925-9 boom. It is a tribute to their quality 
that they can be reprinted with little alteration to give an outline 
picture of a very troubled decade. The writing of contemporary 
economic history must depend upon judgment in the selection and 
balancing of important developments in a confused and complex 
pattern of events. Inevitably it is easier to write of government 
action, of conferences, restriction schemes and currency decisions 
than of the background of economic activity. It is of such government 
and group reactions to economic pressures rather than of the economic 
facts themselves that Mr. Hodson writes. The time has perhaps 
not yet come for an appraisal of the shifts in production and trade 
that are part cause and part effect of the policies pursued. Meantime 
this book is extremely useful if only as a reminder of events which 
are too easily forgotten in a period of rapid economic and political 
change. . 

Two passing comments may be made concerning the arrangement 
which has grown out of Mr. Hodson’s year-to-year observations. 
It is, first of all, significant that at the beginning of his story he is 
able to trace the crisis and its development internationally. After 
the failure of the Monetary and Economic Conference of 1933 (which 
is consistently referred to as the World Economic Conference) it 
becomes necessary to trace national efforts at recovery. The second 
observation relates to the somewhat sombre conclusion at which 
Mr. Hodson hints in his concluding paragraphs. His thesis is not 
worked out but essentially it is that economic prosperity and political 
understanding are inextricably linked. It is not exactly an optimistic 
deduction from present facts, but it is profoundly true. 


J. B. ConouiFrE. 


John Bates Ulark. A Memorial. Privately printed. 1938. 40 pp. 
(By special arrangement, copies may be obtained from Columbia 
University Press, New York, N.Y. Please enclose fifty cents 
towards meeting postage and other costs.) 


When John Bates Clark died on March 23rd, 1938, at the age of 
ninetv-one, he had become to the younger economists on this side 
of the Atlantic an almost legendary figure and to some he seems 
to be known mainly as a kind of modern Bastiat, a last believer in 
the natural harmony of the economic forces. This is not the place 
to defend him against this misinterpretation. And of his great 
achievement in the realm of economic theory, the development and 
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definite establishment of marginal productivity analysis, which 
places him among the founders of modern economic theory, it will 
be for the future historian of economic thought to speak. But we 
all should be grateful for this charming memorial to John Bates Clark 
the man, one of the most lovable and wise among the teachers of 
his generation, as one who knew him well during his last year of active 
teaching can testify. Many must be those who owe him a deep debt 
of gratitude for the generous way in which he befriended and guided 
them in the early steps of their scientific careers. And to those who 
never knew him this modest sketch of his life and activities will give 
a vivid view of one of the really great figures in our subject. 
Perhaps this is the proper occasion to make a small contribution 
to the biography of J. B. Clark by reprinting the following letter 
which happens to be in the possession of the reviewer. It was written 
soon after the appearance of the late Robert Zuckerkandl’s Theorie 
des Pretses mit besonderer Beriicksichtigung der Lehre (Leipzig 1889) 
and enclosed with it was a copy of the New Englander, No. cix1, July, 
1881, containing J. B. Clark’s article on “The Philosophy of 
Value”: 
‘““ Smith College, Northampton, Mass. Jan. 14th, 1890. 
Dear Sir, 


[ am at present deriving profit and pleasure from the reading 
of your admirable book on the Theory of Price. 1 take the liberty 
of sending to you an early publication of mine on Value. At the 
ume of the publication, in 1881, | was a young teacher in one of 
‘our western colleges ; and I actually thought that I was the original 
discoverer of the principles expressed in the article. The analysis 
was written quite a long time before it was published. 


Yours very truly, 


j: GB. CUARK. 
Herrn Dr. Robert Zuckerkandl, 


Vienna. 


P.S.—Nothing gives me greater pleasure than to render full 
honour to the eminent thinkers, mainly Austrians, who were earlier 
in this field than myself, and who have carried their analysis to 
greater lengths.”’ 


It may be added, perhaps, that in spite of the well-known lively 
controversy on the theory of capital, personal relations between 
J. B. Clark and the Austrians, when at last they were established 
just before the war, were most cordial, and that at least some of the 
members of the second or third generation of the “ Austrian School ” 
owed nearly as much to the teaching of J. B. Clark as to their immediate 
teachers. 


Fk. A. Hayvex. 
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Die Berechnungen tiber die kiinftige deutsche Bevolkerungsentwicklung. 
By P. J. Denerre. (Frankfurter Wirtschaftswissenschaftliche 
Studien.) Leipzig: Hans Buske. 1938. 175 pp. RM. 5.25. 


This is a very sober and serious study which should be read by 
everyone interested in population forecasts. Mr. Deneffe loathes 
charlatanism and refutes estimates based on the assumption that 
the population of a country will grow according to a logistic curve. 
He analyses carefully the computations or estimates of the future 
German population made by the German Statistical Office in 1926, 
1930 and 1937, by Ernst Kahn in 1930-1931, by Friedrich Hage 
in 1931, by Bonz and Hilburg in 1931, and by Ernst Giinther in 1935. 
He considers the work of Bonz and Hilburg the best of all owing 
to the ‘‘ methodical cleanliness ” of their computations. A particularly 
welcome feature of Mr. Deneffe’s book is that he takes the greatest 
pains to show where the various authors failed to state exactly how 
they arrived at their results. It is very much to be hoped that his 
criticism will induce the German Statistical Office to improve its 
publications in this respect. 

Mr. Deneffe makes a sharp distinction between “ diagnosis ” and 
““ prognosis ”, that is, as he understands it, between computations 
of the future population based on the assumption that fertility and 
mortality will remain what they are and between computations 
based on what fertility and mortality are likely to be. This distinction 
is certainly useful. But it is, [ think, not the decisive one. It seems 
more important to distinguish between computations which show 
merely what will be the population on certain definite assumptions 
and between population estimates or forecasts. If A believes that 
fertility and mortality will remain in England what they are now 
(or will both decrease to the same extent) and thereupon forecasts 
the population of England in 1975 he does essentially the same thing 
as B who bases his forecast on the assumption that fertility will 
decrease by another 25 per cent. and mortality by only Io per cent. 
Similarly, C who merely computes what would be the population of 
England in 1975 if fertility and mortality remain constant does 
essentially the same thing as D who makes a similar computation 
on the assumption that fertility will decrease by 25 per cent. and 
mortality by 10 percent. Mr. Deneffe is absolutely right in distinguish- 
ing between diagnosis and prognosis. But the difference lies exclusively 
in the object of the computation and not in the arithmetical assumptions. 


R. R. Kuczyns«i. 


I'ull Recovery or Stagnation? By A.vin H. Hansen. Black, London. 
1938. 350 pp. ISs. 

This excellent volume should be welcomed by all. The theorists 

will like it because Professor Hansen understands their analysis, 


226 ECONOMICA [MAY 


presents it in a clear and readable form, and criticises it with fairness 
and sympathy. The practical men will like it because he keeps his 
feet firmly on the ground, checking assumptions by statistics and never 
hesitating to puncture balloons of elegant formule with nasty little facts. 

A considerable part of the book is quite new, but much of it has 
already appeared in print as articles or reviews. The material is 
arranged in four parts. 

Part 1 includes a brief “ Keynes without tears,” highly recom- 
mended to students, an exposure of the Douglas schemes, an account 
of how Professor Hayek took the wrong turning, and a gentle but firm 
“debunking ” of Mr. Harrod. Whilst very sympathetic with the 
views, although not the terminology, of Mr. Keynes (whom he describes 
as “one of those phenomena in our current age which help to make 
life worth living ”) he agrees with Professor Hayek that “it is wholly 
fallacious to assume that a government can safely rely, in a private 
capitalist economy, upon spending its way out of depression to a 
sustained recovery,” and a chapter towards the close of this book 
shows conclusively that ‘“‘ pump-priming ” has failed in the United 
States. On the other hand, he rejects with horror the neutral money 
policy advocated by Professor Hayek. Owing to frictions, “such a 
policy would almost certainly cause maladjustments in the price 
structure, since in many industries it would force prices below costs ” 
and might well be disastrous: witness the history of prices in the 
United States from 1873 to 1896, when wholesale prices fell 2.9 per 
cent. per annum, and there were “depressions of extraordinary 
severity and duration”. Mr. Harrod annoyed our author by his 
‘‘ many sweeping and unsupported generalisations *’ and by promising 
a ‘‘ precise and definite diagnosis ** of the trade cycle and then failing 
to deliver the goods. ‘I can find only one new tool in Harrod’s kit- 
bag,” he concludes. “‘ It is the law of diminishing elasticity of demand ”’. 
And this, he might have added, is less use than a paper chisel. 

Part 2 is possibly the best in the book. It is an acute study of the 
flow of purchasing power, of the dangers of building up dividend 
reserves in good times, and of the possible uses to which Unemployment 
Fund and similar reserves should be put. He concludes that these 
reserves should be invested in bonds purchased and sold in the open 
market, and quite rightly characterises the proposal to hoard them 
in gold as an infantile absurdity. 

Part 3 deals with the international monetary situation. Like the 
rest of the book, it is full of sound sense, culminating in a forceful 
plea for lower tariffs. : 

Readers will probably find the last part the most-interesting. It 
deals with recent events, especially in the United States, and with 
the economic outlook. It shows that during recent years business 
investment of capital has cautiously followed consumers’ expenditure, 
and“explains why unemployment and fear of inflation can and do exist 
side by side. 


1939] BOOK REVIEWS 227 


I am surprised that Professor Hansen has not revived a proposal 
once made by Professor Pigou: a minimum income for all. Again 
and again he seems on the verge of doing so. The proposal is a very 
bold one, but the scheme, by replacing unemployment and other 
assistance, would overcome many frictions and solve many difficulties. 
The taxation required could come mainly from increased income tax, 
including a tax on wages and salaries. Even low wages and salaries 
are taxed 30 per cent. in Turkey, and what Turkey can do to-day 
America or Britain could surely do to-morrow. 


Freperic BENHAM. 


The Central Problem of Indian Economy. By Proressor P. J. THomas. 
Presidential Address, Indian Economic Conference, Hyderabad, 
28th December, 1937. 35 pp. 


In this short pamphlet Professor Thomas attempts to explain 
why there has been no (or no substantial) improvement in the standard 
of life in India, and to suggest a programme of reform. It was 
obviously impossible for him to treat the subject fully in the course 
of a short address, but he makes a number of stimulating suggestions, 
each of which might form the subject of protracted discussion. 

His main explanation of the continuance of an extremely low 
standard of life, despite the economic revolution that has occurred 
since the early 19th century, is that the benefits of this revolution 
have accrued not to the masses (and in particular not to the agri- 
culturists) but only to the small sections. of the population—i.e., to 
landlords, merchants, moneylenders and middlemen. Whereas, in 
the West, similar developments led to far-reaching capital investments, 
which increased and cheapened production and hence eventually 
enabled the masses to obtain a share in the increased national income, 
in India (he argues) this has not occurred, owing to the tendencies 
to invest savings ‘‘ unproductively ”—1i.e., mainly in the purchase 
of land or in money-lending—and to hoard. According to this thesis 
India is an outstanding example of “ underconsumption,” and improve- 
ment can only be effected by drastic changes in the distribution of 
wealth and economic opportunities. But Professor Thomas does 
not pursue this theme consistently. He later asserts that whereas’ 
Western nations have predominantly solved the problem of production, 
and are faced mainly with the problem of a better distribution of 
wealth, in India the central problem is still that of production ! 
Moreover, whilst urging the fundamental need for increased output 
per head, he maintains stoutly that there is no “menace of over- 
population,” but that population growth is a source of economic 
strength to India, and “our duty is not to control births, but to 
increase the health and productive efficiency of our population and 
thus utilise our labour force fully’. 
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Much more space than that here at his disposal would be necessary 
to enable Professor Thomas to reconcile his apparent inconsistencies, 
and to convince the reader that there is no “ population problem ” 
in India. There is, however, much truth in his separate analyses of 
the problems of production and distribution in India. He puts his 
finger on many a weak spot in Indian economy, and his comments 
and suggestions for reform are worthy of serious consideration. What 
he has not succeeded in doing is to explain clearly why India has 
reacted differently from the West to modern economic developments, 
and—in particular—why increased productive capacity has failed 
so lamentably to induce any substantial rise in the standard of life. 
Personally I cannot avoid thinking that the clue is to be found in 
that very “menace of overpopulation”? which he denies. In con- 
clusion, it may be asked whether it is correct to describe the present 
economic policy of the Government of India as “the continuance 
of laissez-faire”? and whether it is fair—whatever the faults and 
defects of the policy pursued—to insinuate that Government has 
done nothing to solve India’s fundamental economic problem, when 
it is the Government that has undertaken large capital investments 
in such things as railways, irrigation and scientific research, whereas 
by Professor Thomas’ own showing, Indian capitalists have, in the 
main, failed to undertake productive investment. 


VERA ANSTEY. 


Commodity Flow and Capital Formation. Volumel. ByStmon Kuznets. 
National Bureau of Economic Research. 1938. 505 pp. 2ISs. 


“‘ Coming events cast their shadows before.” This volume of over 
500 pages, 8} in. by 11} in., is one of several events preceded by the 
shadow (86 pages) of the preliminary report, National Income and 
Capital Formation, 1919-1935. Figures and their derivation are 
given in this Volume I, but little on definitions, scope and results, 
which will be discussed in greater detail in Volume II. 

The study gives estimates of part of the gross national income of 
the United States from 1919 to 1935 inclusive at prices in the year 
concerned and adjusted to the basis of prices as they were in 1929. 
Dr. Kuznets undertakes all his measurements from the side of 
production and measures only tangible commodities, adding however 
to the form utilities produced by the manufacturers the place and 
time utilities produced by the distributors, an addition rendered 
fairly reliable for the United States by their Census of Distribution. 
Entirely omitted are services rendered directly to consumers which 
amount to about 25 per cent. of the gross national product in normal 
times. In the years following 1929 the fall in the flow of such services 
was much less than the fall in the gross flow of commodities so that 
in the years 1931, 1932 and 1933 slightly over 30 per cent. of the 
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gross national product consisted of services rendered directly to 
consumers. Also omitted is the production of intangible assets such 
as goodwill, although they may be obtained at great money cost 
through advertising. 

The gross production of commodities is considered; it is a more 
definite concept than the net production which must allow for the 
gradual wear and tear of durable goods produced in the past. The 
nature of depreciation is of a character which must involve tentative 
opinions and judgments and this problem of “ Capital Consumption ” 
is being dealt with in an independent study, another “event”, by 
Mr. Fabricant. Final results of this independent study are available 
and have been incorporated in the summary of Dr. Kuznets’ volume. 
These estimates of capital consumption exceed the estimates of gross 
capital formation for each of the years from 1931 to 1934 inclusive, 
whilst for 1935 there is a net capital formation when expressed in 
1935 prices, but a net capital consumption when expressed in terms 
of 1929 prices. This curious result obtained after adjustment for 
changes in claims against foreign countries shows a difficulty of 
applying index numbers when relative prices and relative quantities 
are changed. 

Most economists consider net to be more fundamental than gross 
capital production and thereby tacitly assume that with no net 
investment in a community there will be no saving. In fact saving 
is necessary to maintain capital intact. An individual or firm is 
not compelled to renew an article of furniture or a machine as it wears 
out, a decision has to be made. I have long felt that for many purposes 
gross capital formation is a more fundamental as well as a more 
easily measured concept. Inertia means allowing capital to depreciate ; 
decision, activity and production are needed to maintain it intact. 
It hardly seems legitimate to speak of negative production of capital 
when positive replacements have been made, negative production 
of capital suggests active destruction such as occurs in war or riots. 
It is gross capital formation which creates employment; to the 
producer and his employee it is immaterial whether the new settee 
is a replacement or an additional commodity. 

There are two ways of measuring the production of commodities : 
one can sum the values added by each entrepreneur or one can ignore 
all production until a finished commodity results and then count 
the whole value of the finished commodity. The former method 
causes difficulties when one attempts to correct the value of production 
for changes which are due purely to changes of price; the latter 
method, utilised by Dr. Kuznets, creates the difficulty of determining 
which commodities are finished and of certain commodities what 
proportion is finished. For instance, most sugar is finished but much 
is a raw material for the confectionery industry. When adjustment 
has been made for the few commodities which reach the ultimate 
consumer without passing through a manufacturing process an 
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estimate is made of the total flow of finished commodities, whilst 
adjustment for exports and imports gives the flow to ultimate consumers 
in the United States. 

Gross capital formation is obtained by measuring only those 
commodities classed as durable, including or excluding consumers’ 
durable goods according to the definition utilised, and by making 
allowance for changes in stocks, in goods in process of manufacture, 
and in claims against foreign countries. 

The basic year for all the estimates is 1929, when statistics were 
particularly complete in the United States, including not only the 
figures from the biennial Census of Manufactures, but also from 
Censuses of Distribution and Construction. It is usual in a review 
to be published in the United Kingdom to point out the completeness 
of United States statistics. The position there with regard to distribu- 
tion is similar to the position here with regard to production, whilst 
we have not yet started with a Census of Distribution. Yet there 
are many gaps in the United States records, particularly regarding 
construction which had for most years to be estimated with the help 
of information from the Census of Manufactures of the output of 
construction materials, whilst information about changes in stock 
and of goods in process is very incomplete. 

Adjustment of the figures for price changes causes many difficulties. 
From any Census of Manufactures information of the number and 
value of shoes produced enables one to find an average value or price. 
A decrease in average price might mean that shoes have become 
cheaper, but alternatively it might only mean that a greater proportion 
of poor quality shoes are being produced. Therefore the above method 
has been rejected and the price quotations of the Bureau of Labour 
Statistics used as these relate to articles of unchanged quality. Even 
this method might be unsatisfactory—in extreme cases one might 
be measuring price changes in terms of a commodity which has become 
obsolete or unpopular. 


H. S. Booxer. 


* 
Essai sur la Conjoncture et la Prévision Economiques. By ALFRED 


sauvy. Document 8. Cycle 1937-1938. Centre Polytechnicien 
d’Etudes Economiques. 1938. 190 pp. 18 francs. 


This essay is an account of the work of the professional “ con- 
juncturist ” or trade cycle observer and a plea for the promotion 
of his activities. M. Alfred Sauvy is the head of the Economic 
Observation Service at the Economie Nationale. He is thus in an 
unequalled position for the observation not only of the business 
activity of his country, but also of the minds of those who shape its 
policy. For the ills of France he prescribes knowledge ; in this context, 
however, not knowledge of grand principles but knowledge of the facts 
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of its economic system. He has clearly undertaken the writing of this 
excellent essay as of a testament and a justification of existence for 
his profession. 

The opening chapters, in which appear a résumé of the development 
of trade cycle studies in France and some notes concerning the 
principal institutes in other countries, serve only to show how slender 
an organisation the world is content to have report upon its business. 
The greater part of the essay is an exposition of the technique of the 
economic observer. It is admirable in almost every respect. First 
M. Sauvy sets out the statistical series available in France, together 
with a full but not querulous criticism of their failings. British 
statisticlans may congratulate themselves that there is at least one 
important country where official statistics are more ill-coordinated than 
in Britain. Then he gives a simple and clear account, which is marred 
only by some ill-drawn charts, of the main statistical methods used 
in the manipulation of the series. Finally, in text-book manner, 
he works out an example, showing that the decline in French business 
activity between 1929-30 and 1935, which appeared to be about one- 
third, was really no more than about one-fifth. For the layman who 
wishes to understand the elementary statistical treatment of economic 
time series, this section of the essay would make an excellent primer. 

Most readers, however, will be interested mainly in M. Sauvy’s 
views on the problems of forecasting and on the value of the work 
of the conjuncturist for the formation of public policy. M. Sauvy 
presses high claims for what he believes is a science. However, he 
appears to be writing principally tor the layman and he is therefore 
concerned mainly to explain the need for ordered knowledge and for 
treedom from interested influences, political, commercial or ideological. 
This task he performs with great persuasiveness and throughout he 
exhibits high purpose and lets fall many wise observations. 

But for those who are already persuaded, he does not provide satis- 
factory answers to the two questions which he poses. First, is it possible 
to build a forecasting system on the basis of the statistical record of the 
past ? Secondly, in what way would the work of an economic obser- 
vatory, fully equipped, manned by the best economists of the day, 
and free from political control, influence public policy? Concerning 
the first question, M. Sauvy seems to be unduly influenced by the 
experience of the French trade cycle, which, fortunately for the tore- 
caster, has hitherto shown a distinct lag behind the British. For 
most other conjuncturists the answer is likely for a long time to be 
little better than a qualified negative. Concerning the second question, 
he states that we are moving to a new and better (i.e., planned) 
economy and that we cannot plan without knowledge. But not even 
the knowledge of all possibly relevant facts can save a planned economy 
which is planned only because the people, under the influence of 
economic fallacies, desire incompatible ends. New Dealers would 
remain New Dealers even if their brain trusts had better statistical 
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material to work on than they now have—as M. Sauvy at the Economie 
Nationale might perhaps have discovered. 

Nevertheless, it would be difficult to overestimate the long-term 
value of the work that might be done by authoritative research 
institutes. It is only necessary not to expect them to pay quick 
dividends in the form of improvement of public opinion. Statesmen 
might soon contract the habit of consulting experts, and this would 
be very valuable. But the multitude would still be swayed by those 
who would ignore or misuse the studies produced by the institutes. 
For a long time these studies must mainly be aimed at the testing 
and refinement and, possibly, the reconciliation of the opinions of 
professional economists (the Haberler—Tinbergen studies are an 
obvious example). But the time-lag between the opinions of economists 
and the opinions of the public is not negligible. 

A. SHEINFIELD. 


Trade Revival in a Depressed Area. By D. Carapoc Jones. ‘The 
University Press of Liverpool. 1937. 72 pp. 2s. 6d. 


This book is essentially a continuation of certain sections of the 
Social Survey of Merseyside. It is divided into two parts, one relating 
to trade (which considers the period up to 1935) and the other to 
employment (which goes up to 1936). The section dealing with trade 
starts with a presentation of the facts relating to world trade, then 
considers the trade of the United Kingdom. Finally there is a detailed 
analysis of the trade of Liverpool. An interesting feature of the 
section on employment is the comparison between the actual figures 
and what the figures would have been if (starting from the 1929 
position) employment and unemployment had increased in the same 
proportion as the insured population of Great Britain. The fact 
that employment in the distributive trades rose in the depression 
and fell with recovery is emphasised but reasons other than those 
advanced by Mr. Caradog Jones could be put forward to explain 
this movement. 

The whole book is extremely clearly written. As Mr. Caradog 
Jones says, although the analysis is entirely statistical, ‘no trouble 
has been spared to make the tables as simple and illuminating as 
possible and the subject matter has been broken up into short chapters 
in the hope that readers may be persuaded to follow the figures as 
well as the text.” 


R. H. Coase. 


Danubian Destiny. By Granam Hurron. London: Harrap. 1939. 
254 pp. 7s. 6d. 

Bismarck once said: ‘“‘ Whoever is master of Bohemia is master of 

Europe”. Is this true to-day? The present volume attempts to 
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answer this question by discussing the political, military, racial, and 
economic problems arising out of recent events in Central and South 
East Europe. Mr. Graham Hutton is a master of his subject and 
writes vividly. 


Britain in Recovery. Prepared by a Research Committee of the 
Economic Science and Statistics Section of the British Association. 
London: Pitman. 1938. xvi + 474 pp. ISs. 


This is a companion volume, or sequel, to Britain in Depression, 
which the same Committee produced in 1935. Mr. G. D. A. MacDougall 
gives a masterly survey of the whole period 1929-37 ; my only criticism 
is that he does not bring out sufficiently the great increase in output 
per person engaged in manufacturing over this period. There are 
essays on employment and unemployment, the effects of recovery on 
the various regions, industrial relations, protection, and the foreign 
exchanges, whilst Part II traces the fortunes of fourteen separate 
industries (including crops, milk and livestock). Altogether some 
twenty different experts have contributed. 

The book is packed with useful facts and statistics and is a mine of 
information. Unpleasant questions such as the non-transferability 
of coal quotas between districts, the price policy of the British Iron 
and Steel Federation, and the road-rail controversy, are not discussed. 
The only jarring note is struck by Professor N. F. Hall, who has the 
bad taste to argue, with a certain misplaced brilliance, that our exchange 
policy has not been very successful—we forced deflation on the gold 
bloc, and where are the dollar and the franc to-day ? 


FrepDERIC BENHAM. 


Wage Policy in Relation to Industrial Fluctuations. By A. G. Poot. 
Macmillan. 1938. 305 pp. 12s. 6d. 


A book on this subject was badly needed. Up to a few years ago, 
it was not possible to say anything sensible about wage policy and trade 
fluctuation; in hardly any respect were the older theories of the 
cycle so lamentably insufficient as in their inability to say anything 
useful about the effect of wage policy upon the activity of trade in 
the short run. To-day the position is different; we know broadly 
what ought to be said, and though of course there are minor differences 
of opinion, it is beginning to be possible to state the new view without 
more than the usual margin of disagreement. At this stage the time is 
ripe for the new theory of wage-policy to be set down in text-books and 
recorded for the use of students. That is what Mr. Pool has tried to 


do; how far has he succeeded ? red 
His book is in two parts: one part is devoted to theoretical issues, 
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the other to a critical discussion of the main methods of wage-fixation, 
sliding scales and so on. This latter is, of course, a well-worked 
field, since, however much the theory of wages has developed in recent 
years, the practice of wage-fixing has been barren of ideas since the 
early twenties. Still there can be no doubt that Mr. Pool has done the 
job very well; he gives a very balanced account, and has his eye open 
for most sorts of economic implication. This part of the book will 
certainly be found very useful. 

Part I will be useful too, though it is a little less successful. Mr. 
Pool has mastered the one central principle which does emerge from 
the new theoretical work—that general changes in the level of wages 
are unlikely to have any useful effects on production and employment, 
while they may lead to enhanced instability by causing unnecessary 
fluctuations of prices. Consequently wage policy ought to aim at a 
steady wage-level, though this is only a negative prescription against 
fluctuation. Positive measures must be sought on other lines. 

Nevertheless, although Mr. Pool has reached this central truth, I 
am afraid it cannot be said that he has laid hold of it very securely. 
He arrives at it through an analysis of the work of Mr. Keynes ; but he 
does not give the impression that he is wholly convinced by Mr. Keynes, 
since he still finds it necessary to go through “the psychological 
theories”, ‘the additional-credit theory ”, and so on, in the usual 
perfunctory manner. Indeed I do not think that anyone has any 
business to be convinced by the Keynes arguments as they are given 
here. Mr. Pool merely takes it for granted from Mr. Keynes that 
employment is determined by the Marginal Efficiency of Capital, 
Liquidity Preference and the Multiplier; he shows how these work, 
but he never explains why they exhaust the list. (It must be admitted 
that Mr. Keynes was not at all kind to him on this point.) However, 
one is left with the suspicion that with this step in the argument 
missing, the author himself did not find it altogether convincing. 
This is a pity, because he gets let down as a result in some important 
applications. 

He is inclined, for example, to accept much too readily the old 
contention of Professor Clay that a reduction of wages in relatively 
prosperous trades towards the level existing in depressed trades would 
assist transfer by creating jobs in the prosperous trades. This is 
valid, within a single country, if the level of its foreign exchange 
rate is taken as given. But if it is not taken as given, then a reduction 
of wages in the prosperous trades is no more likely to create jobs on 
balance, than a rise in wages in the depressed trades (together with 
the appropriate exchange adjustment) would do. It does not appear 
that this would have any useful effect on the demand side, or at least a 
sufficient effect to counterbalance the admittedly reduced incentive 
to movement caused by the diminished disparity. The reason why 
wages have remained low in the depressed trades ever since 1920 is 
surely to be found in the simple fact that transfer has never been 
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sufficient to create a shortage of labour in those trades, or even to put 
their Unions in a strong bargaining position. 

Another error, which seems to spring from much the same root, is 
in practice even more serious. Mr. Pool is inclined to give good 
marks to the principle of adjusting wages by cost-of-living scales, 
at least in times of inflation. Surely it should be—above all not in 
times of inflation! Inflation comes about nowadays, not because the 
monetary authority is operating the printing press for the love of it, 
but because Government expenditure is running far ahead of what the 
government dares to raise by taxation, or to cover by any other overt 
reduction of real incomes. Either expenditure must be curtailed, or 
real incomes reduced; inflation occurs because the government is 
unwilling to face the dilemma, but it does not solve the dilemma, even 
temporarily, except in so far as the inflation operates as a concealed 
reduction of real income. Now cost-of-living scales are directed to 
prevent that from happening ; ; and therefore, 1 in the conditions under 
which inflation usually arises, they are a sovereign means of accelerating 
the inflation, of forcing it out of hand. If there is some special class 
of labour which has a claim to special protection (munition workers 
for example) cost-of-living scales may be a suitable privilege for that 
class ; but it is a privilege which cannot be generalised, or it ceases to 
be a privilege at all. 

These are the main criticisms I have to make. They do not prevent 
the book from being quite good and useful on the whole. 
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Twenty Years of the Floating Debt’ 


By F. W. Patsy 


Section I 
Post-War ADJUSTMENT (1919-23) 


Although the Treasury were empowered as early as 1877 
to finance the temporary requirements of the Consolidated 
Fund by the sale at a discount of Treasury bills of up to 
twelve months’ currency, and although in 1902 the power 
was extended to cover the requirements of the Supply 
Services, the use made of these powers, up to August 1914, 
was, by post-war standards, exceedingly small. The highest 
‘total of Treasury bills recorded in those years seems to have 
been {41 Mn. in April 1910, consisting of {36.7 Mn. issued 
by tender to the market and {4.3 Mn. issued direct to 
government departments. In July 1914, the total out- 
standing was {15.5 Mn., of which only {6 Mn. had been 
issued by tender. 

During the war the Floating Debt expanded enormously. 
On January 4th, 1919, it stood at {1,545 Mn., of which 
£1,098 Mn. was in Treasury bills and {447 Mn. in Ways and 
Means Advances. The very high figure for Ways and Means 
Advances seems to have been due to two causes. In the 
first place a system had grown up during the war whereby 
the banks and others were encouraged to place their surplus 
cash reserves on interest-bearing deposit account with the 
Bank of England, which re-lent them to the Treasury on 
Ways and Means Advances. These interest-bearing deposits, 
which in January 1919 may have amounted to as much as 
{200 Mn. or {250 Mn., were not mentioned in the Bank of 
England statements, and the obvious emergence of large 
surplus cash reserves was therefore prevented. They could, 
however, be converted very rapidly into non-interest bearing 
_ 1 Acknowledgment is due to the Economic Research Division of the London School of 
Economics, without whose assistance the extraction and calculation of the Floating Debt 


figures would have been impossible; also to Mr. W. T. C. King for permission to consult 
important unpublished material on Treasury bills prior to 1930. 
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Bankers’ Balances, and so gave the banks, in fact, an almost 
unlimited power of expansion. 

The second cause of the high total of Ways and Means 
Advances was the fact that a large part, perhaps as much as 
£150 Mn., of the government securities then held as backing 
for the Treasury notes in circulation was apparently in the 
form of Ways and Means Advances. 

It is impossible to say how much of the ‘Treasury bill 
total was in the possession of the banks and other non-official 
holders, and how much in the hands of the Savings Banks and 
other government departments and perhaps of the Bank of 
England, though later developments suggest that official 
holdings were substantial. During the war the issue of 
bills by tender was discontinued, first in April 1915, and 
again, after a brief resumption, in June 1917. Instead, 
Treasury bills were kept on permanent offer, or on “tap”, 
to all applicants, official and other, at fixed rates of interest, 
which were altered only when the demand for bills at the 
fixed rates became either inadequate or excessive. At the 
beginning of 1919 bills were available in two usances, 
three months and six months, and the rate of interest on 
each was 34 per cent. per annum. 

The history of the Floating Debt since I919 can be divided 
into three main sections, which are clearly discernible in 
Charts I and II. First there is a period of post-war 
reduction, from 1919 until about the middle of 1923; then 
there ensues a period of stability, from 1923 until the 
departure of sterling from the gold standard in the autumn 
of 1931; and finally there is the period of managed currency 
and the Exchange Equalisation Account, from 1931 to date. 
This last period should probably be subdivided into the 
period of gold acquisition (September 1931 to March 1938) 
and the period of gold sales and heavy rearmament expendi- 
ture (March 1938 to date). 

The first step towards getting the Floating Debt under 
control was the Victory Loan of July 1919. In order to 
facilitate the conversion of the floating debt in the hands of 
the banks, the sale of bills was suspended at the end of May, 
and the money to meet the maturing bills borrowed (indirectly 
from the banks) on Ways and Means Advances, so that by 
July 12th the total of Treasury bills had fallen to {628 Mn., 
and that of Ways and Means Advances had risen to {930 Mn. 
The loan was only partially successful. The total of the 
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Nore.—The figures used in constructing the Floating Debt, Treasury Bills and 
Treasury Bill Rate curves in this chart are monthly averages of weekly figures. 
For weekly figures of Treasury bills see folded table at the end of this number. 
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Floating Debt was reduced from {1,559 Mn. on July 12th to 
£1,181 Mn. on August 2nd, but under the pressure of the 
heavy government deficits it soon began once more to 
rise, though it never again reached its former level. More 
important, the opportunity was taken to discontinue the 
system of borrowing from the banks, via the Bank of England, 
on Ways and Means Advances. By November 1919, Ways 
and Means Advances had fallen to just over {200 Mn., 
and thereafter appear to consist of three elements only— 
advances from the Currency Note Commissioners, advances 
from other government departments, and advances from the 
Bank of England. Not until 1922 were advances from the 
Bank distinguished in the Treasury statements from other 
advances. 

In consequence of the renewed rise in the total Floating 
Debt, and of the reduction in Ways and Means Advances, 
by the end of the year the Treasury bill total had recovered 
to about the level of a year before. Broadly speaking, there- 
fore, the cash receipts of the Victory Loan of 1919 were 
almost entirely devoted to current expenditure and to 
eliminating the surplus cash reserves of the banks. 

It was two years before the next effort was made to reduce 
the total of the Floating Debt. The large budget surplus 
of 1920-21 was devoted to paying off other debt, principally 
Treasury bonds, and until the middle of 1921 the Floating 
Debt was fully maintained and, indeed, rather increased than 
diminished. Of the constituent items, Ways and Means 
Advances were reduced further, and by June 1921, Treasury 
bills had risen to a new high level of over {1,200 Mn. Never- 
theless, in view of the fact that monetary conditions were 
at last becoming definitely easier and interest rates beginning 
to fall, the Treasury had ventured, at the end of April 1921, 
to re-introduce the system of selling bills by tender. As the 
system then inaugurated is that which exists to-day, it is 
worth while to examine it in some detail. 

On each Friday the Treasury announces in the London 
Gazette the total value of the Treasury bills which it will 
offer for sale by tender on the following Friday. Tenders 
have to be made on special forms, obtainable from the Bank 
of England, and must be lodged at the Bank before 1 p.m. 
on the day on which the bills are offered. The minimum 
amount for which a tender will be considered is {50,000, 
and the tenderer has the right to specify on which day or 
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days in the following week he wishes his bills to be dated and 
paid for. The bills are normally allotted to the highest 
tenders, and divided proportionately, where necessary, 
between those submitting equal tenders ; but the Treasury 
is under no obligation to accept any particular tender or to 
allot the whole of the bills offered. Under-allotment of 
bills by amounts of from {2 Mn. to {5 Mn. is not infrequent. 
A preliminary statement, giving the rate of the lowest 
tenders accepted, and the proportion of applications allotted 
to those tendering at this rate, is issued early on Friday 
afternoon, and a fuller statement is issued later in the 
day, giving in addition the total amount .of applications 
received, the total of bills allotted, and the average discount 
rate for the whole issue. 

This system differs from that in use before the war in 
three main particulars. Firstly, the fixation of the high 
figure of {50,000 for the minimum tenderable quantity, which 
in effect restricts applicants to banks, discount houses, bill 
brokers, and other large institutions. Secondly, applicants 
are allowed to spread the dates of their bills and of their 
payments over the whole of the following week, or to choose 
the days which suit them best, instead of having to tender 
for bills of a given date and to pay for the whole issue at 
once. And thirdly, all bills issued by tender are now of three 
months’ date. They follow the same rules for determining 
the day of payment as do ordinary commercial bills, except 
that there are no days of grace. 

Since all bills are of three months’ date, it follows that 
by totalling the bills issued during thirteen consecutive 
weeks, the total of outstanding bills originally issued by 
tender can be approximately (and on many dates exactly) 
determined for the close of business on each Saturday. By 
calculating a thirteen weeks’ moving total, changes in this 
total can be deduced. Further, since, except at the ends of 
quarters, the total of Treasury bills outstanding is published 
for each Saturday, by deducting the calculated total of 
“ tender ” bills from the published bill total, the outstanding 
amount of bills issued otherwise than by tender can be 
approximately determined. It should be noted that this 
method holds good only when the Treasury bill total refers 
to a Saturday ; for we have no means of knowing how much 
of a week’s tenders is dated on each day. When, therefore, 
the total bill figure is given for the end of a quarter which 
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does not fall on a Saturday, it cannot be related to the 
calculated total of tender bills. 

The issue of bills by tender was not, at first, the exclusive 
method of issue to non-official purchasers that it is now. 
Until the middle of 1921 twelve months’ bills continued 
to be obtainable through the “ tap ”’, and for some years three 
months’ bills, known as “ additional ”’ bills, were available 
for purchase through the “tap” at prices fixed slightly 
above the average rate of the previous week’s tender. The 
issue of these appears to have been gradually restricted by 
reducing the number of days per week on which this offer 
was open, until in 1925 it ceased altogether. For the period 
for which these “‘ tap” issues to the public continued, it is 
difficult to draw any clear deductions from the relative 
changes in the “tap” and “tender” totals. This is par- 
ticularly unfortunate since in the two years following the 
resumption of issues by tender changes of great importance 
occurred in the Floating Debt. In the second half of 1921 
the government began to tackle in earnest the task of 
reducing the greatly expanded Treasury bill total. To some 
extent out of budget surplus, but mainly out of the issues of 
Treasury bonds, the Floating Debt was reduced by more 
than 40 per cent. in two years :— 


(¢ Mn.) 
Total Ways and Total 
‘Tender’ ‘Tap’ Treasury Means Floating 
Bills Bills Bills Advances Debt 


1921, July 30th 660 542 1202 154 1356 
1922, July 29th 603 152755 159 (914 
1923, July 28th 450 152 602 199 802 

It will be seen from the above figures, and in more detail 
from Charts I and II, that in the first of these two years 
the great bulk of the decline was in ‘tap’ bills, while in 
the second it was entirely in ‘ tender’ bills. Over the whole 
period the decline in ‘ tap’ bills was much the greater. 

While the continued sale to the market of an unknown 
quantity of bills otherwise than by ‘tender’ renders 
impossible any definite statement, it seems probable that 
the amount of ‘tap’ bills sold to the market was small, 
and that the ‘tap’ bill total consisted mainly of bills held 
by the Issue Department of the Bank of England, the 
Post office, the Currency Note Commissioners and other 
government funds and departments.' If this is so, then 


1 In this article the phrase ‘the Departments’ will refer to all official holders of ‘ tap” 
bills (including the Bank of England) apart from the Exchange Equalisation Account, except 
where it is made clear in the context that the Bank of England is not included, 
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the greater part of the great decline in the Floating 
Debt in 1921-22 consisted merely of substituting bonds 
for bills in the portfolios of the Departments. The 
smaller reduction from 1922 to 1923, on the other hand, 
seems to have taken place wholly in bills held by the 
market, and therefore to have been in fact much more 
important. 

This view finds some confirmation in the figures given in 
the MacMillan Report of Treasury bills discounted by the 


clearing banks :— 
Total 
Nine London Clearing Banks’ Treasury bills issued Treasury 


Discounts of Treasury Bills by ‘tender’ Bills 
12 months’ 12 months’ 12 months’ 
Total decrease decrease decrease 
£ Mn. £ Mn. £ Mn. £ Mn. 
July 1921...... 252%, — — — 
July 1922 .. 206.7 46.0 57 390 
Julyet023-—>, 144.6 62.1 153 153 


It is clear that the decline in the banks’ holdings of 
Treasury bills was much more closely related to the fall in 
‘tender ’ bills than to the fall in total bills. It seems reason- 
able to deduce that the great bulk of the ‘tap’ bills was in 
official hands. 


Section II 
STABILITY AND THE GOLD STANDARD (1923-31) 


By the middle of 1923 the process of reducing the 
Floating Debt had been virtually completed, and for the 
next five years, apart from seasonal fluctuations, little further 
change took place. The Floating Debt as a whole showed a 
slight downward trend from 1923 to 1928, but as both Ways 
and Means Advances and “ tap ” bills diminished, ‘‘ tender ” 
bills showed an increase over the period of about {50 Mn., 
the rise occurring chiefly in 1926, the year of the General 
Strike. This period of relative stability offers a good 
opportunity of observing the purely seasonal movements 
of the Floating Debt. 

From a minimum about the beginning of the financial 
year, the Floating Debt (Chart I) usually showed little 
change during April, and rose slightly in May. In June it 
rose sharply with the heavy interest payment on War Loan 
due on the first of that month. It usually showed a further 
small rise in July, a moderate decline in August and sometimes 
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in September, with the second instalment of income tax 
collections, and a moderate rise in October and November. 
In December it again rose sharply with the second half- 
yearly interest payment on War Loan to the highest point 
of the year. In the last three months of the financial year 
the heavy inflow of revenue from Income Tax and Super-Tax 
caused a very sharp decline to the lowest point of the year, 
usually reached towards the end of March. 

The seasonal movements in Treasury bills, both for total 
bills and for “‘ tender ” bills only, differed slightly from those 
of the total Floating Debt. The peaks were usually less 
marked and the minor decline in August was usually absent. 
This was because the sudden heavy requirements for meeting 
War Loan interest were too great to be met out of one week’s 
expansion of the Treasury bill issue, and were therefore met 
by means of an expansion in Ways and Means Advances, 
partly from the Bank and partly from government depart- 
ments. These Ways and Means Advances were subsequently 
paid off either out of the gradual expansion of the Treasury 
bill issue or, especially in the case of the December expansion, 
out of the surplus of revenue. Thus the sharpest movements 
in the total Floating Debt were absorbed and the outline 
of the Treasury bill curve smoothed. 

The phenomenon of the rise in Ways and Means Advances 
(Chart II) at the dates of the War Loan interest payments 
is still apparent on occasion, though in recent years it has 
been neither so marked nor so regular: the first because, 
since the War Loan Conversion of 1932, the amount involved 
is reduced ; and the second because the calls on the various 
conversion loans issued in recent years have usually been so 
timed as to ensure substantial receipts from the loan on either 
June 1st or December Ist. 

It also appears that in recent years the Treasury has on 
certain occasions obtained its temporary advances, not from 
the Bank of England at all, but entirely from the Depart- 
ments or the Exchange Equalisation Account. On many of 
these occasions it has obtained the money by the issue of 
“tap” bills instead of on Ways and Means Advances. The 
occasions when it thus finances its exceptional requirements by 
issues of “‘tap”’ bills frequently seem to coincide with periods 
when the Exchange Equalisation Account is believed to have 
been making substantial net sales of gold, and therefore has 
sterling available for investment. 
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When the Treasury obtains the money it requires either 
from the Exchange Equalisation Account or from the 
Departments, it is necessary for these to accumulate the 
necessary funds in advance. On these occasions, therefore, 
for a period of some weeks before the date of the interest 
payments, there is a rise in Public Deposits at the Bank of 
England and a consequent fall in Bankers’ Deposits (for the 
Bank, even at the height of the cheap money era, has never 
pursued the policy of preventing such temporary declines in 
Bankers’ Deposits) ; -while as soon as the interest payment 
is made there is a fall in Public Deposits and a rise in Bankers’ 
Deposits. On the other hand, when a substantial part of 
the interest payment is financed by Ways and Means 
Advances from the Bank, there is a smaller prior rise in 
Public Deposits and a temporary subsequent rise in the 
Bank’s holding of Government Securities. Thus the former 
method of financing interest payments causes a tendency 
towards exceptional financial stringency in the period 
preceding an interest payment, and the latter towards 
exceptional financial ease in the period following the payment. 

About July 1928 preparations began to be made for the 
transfer of the Treasury note issue to the Bank of England, 
which eventually took place towards the end of November in 
that year. As part of the preparation it was considered 
desirable to convert the Ways and Means Advances, which 
formed part of the security behind the note issue, into 
Treasury bills—a form presumably regarded as more suitable 
for holding by the Issue Department of the Bank. Con- 
sequently, between July and November, during which 
period the total of the Floating Debt was virtually unchanged 
(£760 Mn. on July 7th and {752 Mn. on November 24th) 
Ways and Means Advances by Departments fell by £163 Mn. 
to {13 Mn., and total Treasury bills rose by {155 Mn. to 
£739 Mn. Of the fall in Ways and Means Advances about 
£49 Mn. or {50 Mn. was seasonal, and this was reflected in a 
rise of {49 Mn. in “tender” bills. The remainder was excep- 
tional, and was reflected in a rise of {106 Mn. in “ tap” 
bills. Since 1928 Ways and Means Advances have rarely 
exceeded {50 Mn., as compared with the {100 Mn. to {160 Mn. 
in the years 1920 to 1927. 

In the first quarter of 1929 the seasonal decline in the 
Floating Debt was unusually small, owing to a net repayment 
in February of over {50 Mn. in Treasury bonds. These 
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appear to have been held partly by the market and partly 
by the Departments, for on the date of repayment the 
rise in Treasury bills was shared fairly equally between 
“tap ” and “ tender ” bills. 

The total of “tap” bills remained at the relatively high 
level of {220—{250 Mn. until November 1929, when the 
5 per cent. Conversion Loan was launched, partly for the 
repayment of Treasury bonds, and partly for the reduction 
of the Floating Debt. The latter consequently shows an 
unusually small rise in the last quarter of 1929 and an 
unusually heavy fall in the first quarter of 1930. By the 
middle of April it had been reduced to {616 Mn., as com- 
pared with {745 Mn. twelve months earlier. It would seem, 
however, that a substantial proportion of the loan had to be 
taken up “inside”’, for over the year (April 1929 to April 
1930) there was a fall of about {50 Mn. in “tap”? bills out 
of a total fall in Treasury bills of about {140 Mn. 

From April 1930 to September 1931 there was little change, 
other than seasonally, in the total of the Floating Debt. 
There was, however, a non-seasonal rise of some {40 Mn. 
in “tender ” bills, and a corresponding fall in “ tap ”’ bills, 
which may have been due to an excess of expenditure in 
certain funds, and notably the Unemployment Fund. 


Section III 


MANAGED CURRENCY AND THE EXCHANGE EQUuALISATION 


AccounT (1931-39) 


The period between the departure of sterling from the 
gold standard in September 1931 and the inauguration 
of the Exchange Equalisation Account at the end of June 
1932 constitutes a kind of interregnum during which the 
effects of international capital movements were controlled, 
in so far as they were controlled at all, by various extemporary 
devices. 

To begin with, the Treasury had to dispose of the proceeds 
of the foreign credits raised abroad and drawn upon in the 
effort to remain upon the gold standard. In the first 
instance the bulk of the sterling so received was used to pay 
off “ tap ” bills, which, between September 12th and October 
1oth, fell by {50 Mn.1_ What the Departments did with the 


1 The movements during this period are so sharp and temporary that the figures of monthly 
averages, reproduced on Charts I and II, do not adequately reflect them. 
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sterling for the moment is not certain, but it seems likely that, 
like the Exchange Equalisation Account in 1938, they used a 
substantial part of it to.buy up “ tender ” bills in the market, 
and so enabled the banks to maintain their cash reserves. 
This interpretation is confirmed by the sharp fall in bank 
discounts at this time. 

Between October 1oth and the end of the year, “tap” 
bills recovered sharply to their former level, while the 
seasonal rise in “ tender ” bills was unusually small. It is 
likely that this was due to the Departments’ replacing the 
bills purchased earlier from the market with new “tap” 
bills. Thus, in effect, the Treasury used the sterling proceeds 
of its foreign credits to meet its seasonal excess of payments 
in the last quarter of the calendar year. 

In the first months of the new year the heavy return of 
capital from abroad enabled the Treasury to make provision 
for the repayment of its foreign credits. It financed this 
by using a large part of the seasonal excess of revenue to 
repay “tap ”’ bills, thus placing sterling funds in the hands of 
the Departments for the purchase of foreign exchange. 
When the repayment of {61 Mn. of foreign credits became 
due at the end of February, the Treasury bought most of 
the necessary foreign exchange from the Departments, 
owing them for it {17 Mn. in additional “tap” bills and 
£35 Mn. on Ways and Means Advances. There are no 
such obvious signs of the repayment of the {24 Mn. of foreign 
credits made at the end of March and the beginning of 
April. As this was a period of especially large imports of 
capital, the requisite exchange may have been bought at 
the time in the market, and paid for out of the seasonal 
excess of revenue. The effect of the repayment of {85 Mn. 
of foreign credits is seen in the reduction in the magnitude 
of the seasonal falls in the Floating Debt and in “ tender ” 
bills, which otherwise would have been exceptionally large. 

After February the Bank of England seems to have 
played a large share in checking the unwanted rise in the 
value of sterling. Between the end of February and the end 
of June the Bank increased its holdings of ‘‘ Other Securities ” 
(presumably foreign exchange) by {33 Mn., and, in addition, 
bought {15 Mn. of gold (costing about {20 Mn. at market 
price). These increases were only partially offset by reduc- 
tions in its holdings of Government Securities, and therefore 
resulted in a rise in Bankers’ Deposits, thus initiating the 
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“cheap money” policy. The part played by the Depart- 
ments in controlling the foreign exchanges seems to have 
been small after February. The considerable decline in 
“tap” bills and Ways and Means Advances in the second 
quarter of 1932 can apparently be attributed to their con- 
version into Treasury bonds, of which nearly {100 Mn. were 
issued during the quarter. The seasonal rise in “ tender ” 
bills was diminished for the same reason. 

Meanwhile the Government had found inconvenient its 
makeshift methods of controlling the exchange value of 
sterling, and had obtained authority to set up the Exchange 
Equalisation Account. At the end of June the Account was 
formally installed with a capital of {150 Mn. in “tap” 
Treasury bills, plus the {25 Mn. remaining in the old Dollar 
Exchange Account, but minus the loss of £8 Mn. incurred on 
the repayment of the Bank of England’s foreign credits, and 
apparently also the nominal loss incurred on the Bank’s 
recent gold purchase. The initial capital of the Exchange 
Equalisation Account was therefore {167 Mn., of which 
about {5 Mn. was already locked up in the Bank’s gold. 
It seems at once to have taken over about {30 Mn. of foreign 
exchange from the Bank, transferring Treasury bills in 
payment, while it is not unlikely that part or all of the 
remainder of the old Dollar Account, which was presumably 
in sterling at the end of September 1931, had, by June 1932, 
been reinvested in foreign exchange or gold. Thus, of the 
initial capital, something approaching {50 Mn. may have 
been in the form of foreign exchange or gold, {5 Mn. in the 
form of a contingent claim on the Bank’s gold, and perhaps 
£115 Mn. in Treasury bills. 

The methods by which the Exchange Equalisation Account 
finances its purchases of gold and invests the sterling 
proceeds of its gold sales, have been too frequently discussed 
to require more than a brief outline here. When the Account 
requires sterling to pay for gold, it generally seems to allow 
a portion of its holdings of “tap ” bills to run off, thereby 
obliging the Treasury to supply it with cash, either out of a 
seasonal surplus of revenue or out of additional sales of bills 
by tender. Conversely, when the Account sells gold and has 
sterling to invest, it normally seems to take up more “ tap”’ 
bills, thus enabling the Treasury either to meet a seasonal 
surplus of expenditure or to reduce its issues of “ tender ” 
bills. Thus purchases of gold by the Account usually cause 
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a fall in “ tap” bills and a rise (or the absence of a seasonal 
fall) in “tender” bills, and sales of gold a rise in “tap” 
bills and a fall (or the absence of a seasonal rise) in “ tender ” 
bills. 

In cases where the sales of gold by the Fund are very 
large and rapid, this procedure is sometimes too slow, and 
interim effects may appear. There have been times when the 
Account seems to have been unable to re-invest its sterling 
receipts rapidly enough, with the result that they have 
accumulated in Public Deposits at the Bank, thereby reducing 
Bankers’ Deposits and leading to a temporary tendency 
towards stringency. This accumulation of funds may on 
occasion have been deliberate, in preparation for heavy 
Treasury requirements for the payment of interest. (See 
page 252.) 

Recently the Account seems on some occasions, and 
especially during the summer and autumn of 1938, to have 
tried to accelerate the return to the banking system of 
its accumulated sterling funds by buying “tender” bills 
directly from the market. When this method is used the 
relative figures of “tap” and “tender ” bills obviously give 
no immediate reflection of the Account’s dealings, though 
since the “tender” bills thus acquired by the Account 
seem usually to be converted into “tap” bills when they 
mature, the time-lag before the results of its dealings once 
more become apparent is not more than three months. 

The difficulties of interpreting the meaning of changes 
in the floating debt figures is greatly increased by the fact 
that, though in recent years the operations of the Exchange 
Account have been the most important cause of fluctuations 
in the total of “tap” bills, they are far from being the 
only cause. The “tap” bill holdings of other Departments 
may vary with any excess of their receipts or payments, 
while both the Departments and the Bank of England may 
vary their investments between bills and other types of 
securities. These fluctuations have been greatly increased 
by the methods used, especially in recent years, for issuing 
funding loans. The practice has grown up for the Depart- 
ments (including the Issue Department of the Bank of 
England) in effect to underwrite these loans, taking up any 
amounts not subscribed for by the market, and making 
payments for their share of the calls by surrendering “ tap ” 
bills to an equivalent amount. 
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Thus the immediate effect of such loans is to reduce 
the outstanding total of “tender” bills only in so far as 
the loans are taken up by the public, and to reduce “ tap” 
bills in so far as they are taken up by the Departments. 
But since the real purpose of these funding loans has been to 
reduce the outstanding total of “ tender ” bills (from 1932 to 
1938 periodically inflated by the cost of buying gold, and 
in 1937-8 by the cost of buying arms), the redemption of 
‘tap ” bills is merely an intermediate stage in the operation. 
The full objects of the issue are achieved only as the Depart- 
ments replenish their holdings of “tap” bills, either out 
of a surplus of revenue, or out of sales of the recently acquired 
or other securities, and so enable the Treasury to pay off 
“tender” bills. In effect, therefore, the Treasury is able to 
spread its sales of long-term securities over a period of 
several months, and presumably to get a better average 
price for them than if they had all had to be placed in the 
market at once. The bill holdings of the Departments 
thus tend to show a gradual increase in anticipation of a 
loan, a rapid fall as the new loan is paid for, and a gradual 
replenishment as this in turn is digested. 

Where the loan is for the conversion of a maturing long- 
term loan the symptoms are different. Now the purpose 
of the Departments will be to acquire as much as possible 
of the maturing loan in order to prevent its falling into the 
hands of holders who will regard it as a “short ” and will 
therefore not be willing to convert it into a long-dated 
security. The Departments will therefore tend to reduce 
their bill-holdings before the issue in order to buy up the 
security to be redeemed. 

Another possible cause of changes in the “tap” bill 
total is the purchase or sale of gold by the Bank of England. 
If, on the occasion of a purchase of gold from the Exchange 
Account, the Bank pays for it wholly by a transfer of bills, 
there is clearly no change in the bill totals. If, however, 
it pays for part of it in cash—i.e., by an issue of additional 
notes and a corresponding credit to the Account’s balance 
at the Bank—the Account can use these new resources 
to buy more bills from the Treasury through the “tap”’. 
In this case the total issue of “tap” bills is larger and 
of “tender ”’ bills smaller than if the Bank had not bought 
the gold. Conversely, if the Bank sells gold to the Account 
and is paid for it entirely by a transfer of bills, there 
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is no change. But if the Account pays part of the price in 
cash, its power to buy gold or bills is reduced, and the total 
issue of ‘“‘ tap ”’ bills is smaller and of “ tender ”’ bills larger. 

It will be seen from the foregoing outline that in recent 
years the total of the Floating Debt and its constituent 
items have been subject to the influence of a considerable 
number of independent, or partly independent, forces, 
the most important of which for convenience are summarised 
below :— 


A. Cuter Causes oF Fiucruations 1n TotaL FLoatinc 
Dest. 

(1) Excess of Treasury income or expenditure. 

(2) Funding loans issued by Treasury, or loans repaid by 
issue of Treasury bills. Unless new loans are issued in 
exchange for existing loans, or for their immediate repayment, 
all large loans, even those issued to provide for increased 
expenditure, act temporarily as funding loans. 

(3) Moneys lent by Treasury (of which the most important 
have been issues to the Exchange Equalisation Account), 
or repaid to the Treasury. 


B. Cuter Causes oF CHANGES IN ConsTITUENT ITEMS OF 
Firoatinc DEBT. 

(1) Changes in “Tap” Bills. 

(a) Issues of bills to Exchange Equalisation Account 
(and repayments by the Account, if ever made). 

(4) Sales or purchases of gold by Exchange Equalisation 
Account (not to or from the Bank of England). 

(c) Excess of income or expenditure of Departments. 

(d) Expansion or contraction of Government Securities 
in Bank of England otherwise than in exchange for gold 
sold to or bought from Exchange Account. 

(e) Bank’s changes in gold holdings not compensated 
by opposite changes in holdings of Treasury bills. 

(f) Sales or purchases of longer dated securities by Bank 
or Departments. 

(g) Replacement of “tender ” bills held by Account, Bank 
or Departments with “tap” bills (and conceivably, though 
improbably, vice versa). 


(2) Changes in Ways and Means Advances. 


Increases in Ways and Means Advances are usually made 
to finance a large and sudden expenditure, and are 
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subsequently paid off by increased issues either of ‘‘ tender ”’ 
or “tap” bills, or out of an excess of revenue. 


The seven years of the operations of the Exchange 
Equalisation Account may be divided into two broad phases 
—the period of 1932 until early in 1938, when the Account 
was on balance buying gold heavily, and the period 1938-9, 
when it was selling gold. While, however, the period 
1932-8 saw on the whole an immense increase in the country’s 
gold stocks, it contained two minor periods of substantial 
gold sales—during the second half of 1932 and from early in 
1934 to early in 1935. The years in which it gained gold 
were therefore 1933 and 1935-7. 


Tue Prertop oF Gotp AcaulIsIrron. 


(1) Fuly—December 1932. First Period of Gold Sales. 


After the inauguration of the Exchange Account at the 
end of June, only seasonal changes in the Floating Debt 
occurred until the middle of August, when there was a net 
repayment of nearly {60 Mn. of Treasury bonds. Something 
like two-thirds of these seem to have been in the hands of 
the Departments (presumably largely purchased during the 
period of falling “tap ” bills in May and June) and the total 
of “tap” bills outstanding rose from {229 Mn. on August 
13th to {268 Mn. on August zoth. In the first week in 
September the final {28 Mn. of the Treasury’s foreign 
credits were repaid, presumably out of the foreign exchange 
resources of the Exchange Account, and the “tap” bill 
total, which had fallen to {258 Mn. on September 3rd, rose 
again to {295 Mn. on September 17th. : 

The final repayment of the credits seems to have depleted 
the gold holdings of the Account so seriously that it was 
unable to offer much resistance to the pressure on the 
exchange which developed during the last quarter of the 
year, with the result that sterling depreciated fairly sharply. 
In order to pay the December instalment on the United 
States debt the Treasury had to use {19 Mn. (at par) of the 
Bank’s gold, apparently paying for it in “ tap”’ bills. 

While the August bond repayment helps to account for 
the rise in “ tender” bills in the third quarter, it does not 
account for the rise over the whole year, for it merely offset 
part of the effects of the issue in the second quarter. The rise 
of about {125 Mn. in “ tender ” bills between December 1931 
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and December 1932 is due partly to the fact that the seasonal 
rise in the last quarter of 1931 had been reduced by about 
{£50 Mn. by the temporary use of the sterling proceeds of the 
foreign credits, and partly to the loss of over {40 Mn. on 
the repayment of the foreign credits. There was also, 
however, a sharp fall in “tap” bills between September 
and December for which there is no obvious reason. The 
most likely explanation seems to be that the Departments 
were facilitating the War Loan conversion by supporting the 
gilt-edged market. The effect of this fall in “ tap ” bills was 
to induce a corresponding additional expansion in the 
“tender ” bill issue, which on January 7th, 1933, reached 
a total of {666 Mn., the highest figure which had been 
recorded since January 1922 and which has not since been 
equalled. It should be emphasised that little of this 
exceptionally high total can be attributed to the require- 
ments of the Exchange Account for the purchase of gold ; 
the additional issues had been used partly to finance the loss 
on repaying the credits and apparently partly to purchase 
longer-dated securities. 


(2) December 1932—JFanuary 1934. First Period of Gold 
Acquisition. 

From the middle of December 1932 the pressure on 
sterling ceased and was replaced by a heavy inflow of 
capital. The Exchange Account began to acquire gold on 
a large scale and the total of “tap” bills fell sharply. By 
the end of January the Exchange Account was already in 
a position to re-sell gold to the Bank of England, thereby 
augmenting both the Bank’s diminished reserves and its own 
supplies of sterling. Between the middle of January and 
the end of June these sales of gold to the Bank totalled 
about {70 Mn., at the old parity, or just over {100 Mn. at 
market price. {33 Mn. of the increased gold holdings of 
the Bank were offset by a decline in Government Securities 
(in both Departments) and a further {6 Mn. by a decline in 
Other Securities. Notes in circulation, however, rose by 
{£20 Mn. and total Deposits by {9 Mn. Inso far as the transfer 
of gold to the Bank was offset by a decline in the Bank’s 
holding ‘of Government Securities, it presumably represented 
merely a transfer of bills from the Bank to the Exchange 
Account and had no effect on the “tap” bill total. But 
in so far as it was accompanied by a rise in liabilities it 
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presumably represented a transfer of cash to the Account 
and so enabled the Account to increase its holdings of bills, 
thus tending to increase the total of “ tap ” bills and decrease 
the total of “tender” bills. In other words, part of the 
national gold holding had now been financed by monetary 
expansion instead of by borrowing. 

In spite of the tendency of the foregoing transaction 
to increase the volume of “ tap ”’ bills, the amount outstand- 
ing actually fell by {64 Mn. between December 24th and 
May 13th, indicating an increase of over {go Mn. in the non- 
sterling assets of the Account, or of {60 Mn. in the gold 
actually in its possession (since about {30 Mn. represented 
the nominal “loss” on the re-sale of gold to the Bank). 
The total value of the gold bought by the Account during 
this period, including re-sales to the Bank, was therefore 
about {160 Mn. It is possible that even this figure under- 
estimates the amount of the gold acquisitions, for it is quite 
possible that the other Departments were simultaneously 
increasing their holdings of bills in preparation for the 
24 per cent. Conversion Loan launched in October. In 
any case, by the middle of May the sterling reserves of the 
Account had become so depleted that the Treasury was 
obliged to issue to it a further {200 Mn. of bills. 

In the second half of the year the “tap” bill total at 
first declined further, and then rose fairly sharply for a few 
weeks, partly in consequence of a passing weakness in sterling 
and sales of gold by the Account, and partly perhaps because 
of continued purchases of bills by the Departments. With 
the issue of the new loan in October the trend was sharply 
reversed. A large proportion of the {100 Mn. issued for 
cash was taken up by the Departments and “tap” bills 
fell sharply on the date of each call; while at the same 
time the trend of sterling changed, so that the Exchange 
Account was probably acquiring more gold. Consequently 
between September 23rd and December 23rd, while the total 
Treasury bill issue fell by {54 Mn., the “tap” bill total fell 
by no less than {91 Mn. and the “ tender ” bill total rose by 


£37 Mn. 


(3) 1934. Second Pertod of Gold Sales. 


Early in 1934 the dollar was finally revalued and capital 
was withdrawn from Britain, both to U.S.A. and, later, to 
the Continent, At first sterling was allowed to fall sharply, 
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but thereafter the Exchange Account apparently sold 
substantial quantities of gold to check the decline. In the 
first quarter the Floating Debt fell seasonally by about 
£130 Mn. and the total of “ tender ” bills by about the same 
amount, while the “tap” bill total showed little change. 
In the second quarter the “tap” bill issue rose by about 
£20 Mn., in spite of the fact that the Departments apparently 
had to take up part of the [150 Mn. 3 per cent. Funding Loan 
issued in April. The bulk of this issue was for the purpose of 
funding Treasury Bonds and only about {30 Mn. was avail- 
able for reducing the Floating Debt. Even this amount was 
enough to make the seasonal rise in the total Floating Debt 
obviously smaller than usual and the increase in “tap” 
bills made the rise in “ tender ” bills still smaller. In the 
second half of the year the seasonal rise in the total Floating 
Debt was exceeded by the rise of some {80 Mn. in “ tap” 
pills, so that ‘‘tender” bills showed a contra-seasonal fall. 
The. rise in “tap” bills may be ascribed partly to the 
re-investment by the Account of the proceeds of sales of gold 
and probably partly to the replenishment of the portfolios 
of the Departments. 

At the end of December the total Floating Debt was 
only about {40 Mn. lower than twelve months before, and 
total Treasury bills about {50 Mn. lower, but, since “ tap ” 
bills had risen by nearly {100 Mn., “tender” bills fell by 
nearly {150 Mn. to {451 Mn., the lowest end-December 
figure on record. This decline, and the consequent “ bill 
famine”, were probably due partly to the delayed effects of 
the conversion loan of the autumn of 1933 and to a small 
extent to the funding loan of 1934, but it is clear that its 
chief cause was the heavy gold sales and the use of the sterling 
proceeds to pay off “ tender ”’ bills. 


(4) 1935—1938. Second Period of Gold Acquisition. 


At the beginning of 1935 a short period of firmness of 
sterling was followed by a still shorter period of weakness, 
and during the first quarter the net changes in the Exchange 
Account’s gold holdings were probably small. The total 
of “tap ” bills at the beginning of April was actually slightly 
lower than at the beginning of January, but the seasonal 
decline in the Floating Debt was sufficient by itself to bring 
the total of “ tender ” bills down to the extremely low figure 
of {358 Mn. on March 16th, thus intensifying the shortage of 
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bills. In April, however, there began the great inflow of 
capital from France and other parts of the Continent which 
was to continue, with only temporary pauses, for nearly 
three years. In addition, the improving trade of many of 
the sterling bloc countries enabled them to accumulate large 
amounts of sterling in London and so add to the inflow of 
capital. As a result, between April 1935 and April 1938 
the Exchange Account is believed to have bought something 
like 65 Mn. ounces of gold at a cost of about {450 Mn., of 
which it re-sold about 31 Mn. ounces to the Bank of England 
for {134 Mn. Of the Bank’s purchases, nearly {100 Mn. were 
financed by an expansion of the note circulation and less than 
£40 Mn. by a net reduction in Government Securities. Thus, 
the amount of finance which had to be provided by the 
Treasury was probably rather over {350 Mn. 

The process by which this finance was provided was 
the now customary procedure, first, of issuing more “ tender ” 
bills to pay off the “ tap ” bills held by the Exchange Account 
and so providing it with sterling to give in exchange for gold, 
and then periodically of funding the additional bills so 
issued. The first part of the process is well illustrated 
in the period from April to November 1935. During that 
period, while the total Floating Debt showed a normal 
seasonal expansion of rather under {100 Mn., “tap” bills 
fell by over {100 Mn. and “tender” bills rose by about 
{200 Mn. Gold purchases are likely to have been the 
cause of the fall in “tap” bills, for it is unlikely that the 
Departments were reducing their bill holdings; in fact, 
they were probably increasing them. 

At the beginning of December 1935 an issue was made 
of {200 Mn. of 24 per cent. Funding Loan, of which {100 Mn. 
were required to redeem Treasury Bonds, leaving {100 Mn. 
for funding bills. From the movements of the bill figures on 
the dates of the calls, of which the last was not until the end 
of March, it seems probable both that a large proportion of 
the loan was taken up by the Departments, and that the 
bulk of the maturing bonds were in the same hands. Mean- 
while, the Exchange Account apparently continued to make 
substantial purchases of gold, thus preventing the total ‘of 
“tender” bills from being reduced more than seasonally 
as the result of the public subscription of some part of the 
new loan. Consequently the effects of the new loan on 
the “tender” bill issue seem to have been confined to a 
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reduction in the December peak, while the fall from December 
1935 to April 1936 was if anything smaller than usual. 
Of the fall of {116 Mn. in “tap” bills between the end of 
November and the end of April, rather over half may probably 
be ascribed to a decrease in the holdings of the Departments 
and rather under half to the Exchange Account. 

During the next four months, from the end of April to 
the end of August 1936, the Account apparently continued 
to gain gold rapidly and the “ tap ” bill total fell by a further 
{60 Mn., from {225 Mn. to {165 Mn., while the “ tender” 
bill total rose to the high figure of {630 Mn. During 
October the movement was temporarily reversed as a 
result of an outflow of capital following upon the French 
devaluation of September 28th, and by the beginning of 
November the “tap” bill figure had risen to {235 Mn., 
or {10 Mn. more than at the end of April. It is, however, 
unlikely that the additional bills were held by the Exchange 
Account ; it is more probable that the Departments had been 
expanding their holdings on a substantial scale and that, 
despite the losses of September and October, at the beginning 
of November 1936, the Exchange Account held appreciably 
more gold and less bills than six months before. 

Although the autumn outflew of gold had checked the 
seasonal rise in “ tender ” bills, the total of “‘ tender” bills 
still stood above {600 Mn. and at the beginning of December 
1936 the Treasury issued another {100 Mn. Funding Loan 
at 22 per cent., of which {28 Mn. was needed for the repay- 
ment of bonds, leaving {72 Mn. for funding bills. Their 
action in so doing seems to indicate their scepticism about 
the permanence of the recent firmness of the franc, for if 
a further outflow of capital to France was to be expected, 
a reduction in the “tender” bill issue would take place 
without a funding loan. A further indication of the official 
view is seen in the transfer of {65 Mn. (at par) of gold from the 
Exchange Account to the Bank, and the simultaneous 
reduction of {60 Mn. in the fiduciary issue. As the reduction 
in the Bank’s holdings of government securities was almost 
equal to its increase in gold, there was no appreciable effect 
on the figures of the Floating Debt. 

A substantial proportion of the new loan was again taken 
up by the Departments and between the end of November 
1936 and the beginning of February 1937 “ tap ” bills fell by 
{50 Mn., of which a large part was probably due to the 
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reduced holdings of the Departments, though the Account 
had apparently been gaining gold again since November. 
Any increase in “tender” bills due to this was, however, 
apparently more than offset by sales of the new loan to the 
public, and “tender” bills showed an unusually heavy 
seasonal fall, from {622 Mn. at the end of December to 
£500 Mn. at the end of March. 

The end of March 1937 is notable for two events. It 
introduced the first financial year in which the Treasury 
was obliged to borrow for rearmament, and it was the date 
of the first official figure for the Exchange Account’s gold 
holdings (though this was not actually published until three 
months later). Henceforward the six-monthly changes in 
the Account’s position are a matter of knowledge, though 
intermediate changes must still be estimated. The official 
total as at 31st March, 1937, was 26.6 Mn. ounces, so that, 
including 42 Mn. ounces re-sold to the Bank, the Account’s 
total purchases between June 1932 and March 1937 had been 
about 68 Mn. ounces, costing about {450 Mn. 

During the second and third quarters of 1937 the Exchange 
Equalisation Account continued to gain gold rapidly, and, 
despite some further sales of gold to the Bank, its sterling 
resources had to be augmented at the end of June by the 
issue to it of a further {200 Mn. of Treasury bills. Meanwhile 
the seasonal rise in the total floating debt had been checked 
by the issue in May of a {100 Mn. of National Defence Bonds. 
A large proportion of these seem to have been taken up 
initially by the Departments, thus accentuating the fall in 
‘“‘tap ” bills due to the purchases of gold, so that by June 
26th, before the new issue of bills, the “ tap ” bill total had 
fallen to the very low level of {132 Mn. 

In the third quarter the “tap” bill total continued to 
fall in consequence of further purchases of gold, and at 
the end of September stood at {296 Mn. The decline of 
£36 Mn. during the quarter is probably a good deal less 
than the cost of the Exchange Equalisation Account’s 
purchases of gold, for it is likely that the Departments were 
increasing their holdings of bills as they disposed of their 
share of the National Defence Bonds. For the two quarters 
together the Account’s gain of gold was about 13} Mn. 
ounces, costing about {94 Mn., in addition to about 3 Mn. 
ounces re-sold to the Bank. 

With the autumn of 1937 the period of large gold purchases 
ceases, In the last quarter of the year it seems likely that the 
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Exchange Account lost some gold, and, though it more than 
recovered it in the first quarter of 1938, the increase in its 
holdings for the half-year was little more than 2} Mn. ounces, 
costing about {18 Mn. As the total of “tap” bills was 
almost the same at the-end of March as it had been at the 
end of the previous September, the Departments seem to have 
been replenishing further their bill portfolios in preparation 
for the next loan. . 

By the end of March 1938 the gold holding of the Account 
had reached its highest point of 424 Mn. ounces, worth 
nearly {300 Mn. On the same date the Bank of England 
held nearly 77 Mn. ounces (valued in its books at {326.4 Mn., 
but actually worth about {540 Mn.), of which about 484 Mn. 
ounces, worth about {340 Mn., had been bought from the 
Exchange Account. The combined total of gold held by 
the Account and the Bank amounted to nearly 120 Mn. 
ounces, worth about {840 Mn. The finance of this gold 
had been approximately as follows :— 

Goip OricinaLLy HEetp By BANK oF 


ENGLAND. £ Mn. £ Mn. 
Value at par e i 2 121 
Rise in value... 79 —— 200 


Net Gotp Purcuassts oF BANK OF 
ENGLAND FROM 31.3.32 to 31.3.38. 


Financed by expansion of credit 172 
Financed by reduction in 
“SOther Securities 4i-2% 43 34 


Total price paid by Bank ne 206 
Difference between par and 
market price, charged to 
Exchange Account... br LEZ 


Total value at prices ruling on 
dates of purchase by the Bank 323 


Rise in value since purchase by 


Banke ity... 5 ai e4 17 — 340 
Gotp Hetp By Excuancr Account 
ON 31.3.38. 
At estimated cost k. wef 2801 
Estimated rise in value since 
purchase shy oA a 201 —— 300 


Dorare’ 7.08 S84e 


1 These figures include an estimate of the “jobbing” profits of the Account, but make no 
allowance for interest on Treasury bills (which does not seem to be paid to the Account 
though it is paid to other holders of ‘‘ tap” bills) or for administrative costs. 
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From the foregoing table it will be seen that the share 
of the cost borne by the Exchange Account had been nearly 
{400 Mn. ({117 Mn.+{280 Mn.). Of this about {60 Mn. 
had been raised by the increase in the issue of Treasury bills 
by “tender”,! while perhaps another {20 Mn. had been 
obtained on “tap” bills and Ways and Means Advances 
from the Departments. It would therefore appear that the 
balance of some {£320 Mn. had been financed by long-term 
loans. | 


Tue PEeriop or Gotp Lossss (April 1938—March 1939). 


The effects of the conservative financing of the increase 
in the country’s stock of gold were clearly seen during the 
next year, when the heavy withdrawals of foreign balances 
from London obliged the Exchange Account to sell nearly 
40 Mn. ounces of gold in order to check the decline in sterling. 
The strain on sterling began with the heavy reflux of capital 
to France after the final stabilisation of the franc early in May, 
and there is little doubt that the Exchange Account sold a 
large quantity of gold at this time. This was reflected at 
the moment in an accumulation of sterling to the Account’s 
credit in Public Deposits at the Bank of England, but 
surprisingly little in the total of “ tap ” bills, which rose only 
from {282 Mn. on May 7th to {311 Mn. on June 11th. This 
disproportionately small effect is believed to have been due 
to large purchases of “ tender” bills by the Account, which 
for the time being effectively prevented the effect of the gold 
sales from being seen in the “tap” bill figures. At the end 
of June there was issued the National Defence Loan of {80 Mn. 
This seems to have been taken up mainly by the public, and 
the total of “ tender ” bills fell from {585 Mn. on June 18th 
to {560 Mn. on August 6th, despite the continued heavy 
expenditure, while ‘‘ tap ” bills rose slightly. 

During September further heavy withdrawals of capital 
from London occurred in consequence of the international 
crisis, and “ tap ” bills rose from {294 Mn. on August 27th 
to {362 Mn. on October Ist, while “ tender” bills fell from 
£555 Mn. to {521 Mn. The rise in “ tap ” bills for the whole 
six months, however, was only about {60 Mn., which is 
something like {90 Mn. less than the proceeds of the 20.8 Mn. 
ounces of gold sold by the Exchange Account during the 
period. Even if allowance is made for a possible decrease 

1 From £454 Mn. on March 26th, 1932, to £512 Mn. on March 26th, 1938. 
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in bills held by the Departments, it is clear that the 
Account was still holding a substantial amount of “ tender ” 
bills. 

The full effects of the gold sales only became visible in 
the following half-year. Further heavy sales of gold, 
estimated at not less than 14 or 15 Mn. ounces, were made 
during the last quarter of 1938, while the “ tender”’ bills 
held by the Account were apparently at last replaced by 
“tap” bills, with the result that the rise of about {136 Mn. 
in “tap” bills was greater than the seasonal rise of about 
£100 Mn. in the Floating Debt, and “tender” bills fell contra- 
seasonally from {521 Mn. on October Ist to {488 Mn. on 
December 31st. In the first quarter of 1939 gold sales were 
on a much smaller scale, and the “tap” bill total showed 
little change! ; but the seasonal decline in the Floating Debt, 
following upon the absence of the seasonal rise in “ tender ” 
bills in the previous quarter, brought the “tender” bill 
total down to {346 Mn. on March 4th, the lowest post-war 
figure on record, and occasioned an acute “ bill famine ”’. 
After March 4th the Floating Debt began to rise in response 
to the high government expenditures, but for some time the 
increase probably did little to relieve the-shortage ; for the 
Exchange Account was obliged to sell gold fairly heavily 
in March and April in order to support the pound in the face 
of capital withdrawals inspired by the new international 
crisis, and seems to have invested the proceeds mainly in 
“tender” bills. The sharp rise in “tap” bills in June, 
at a time when gold sales were probably insignificant 
may have been due, at least in part to the replacement 
with “tap” bills of these “tender” bills held by the 
Account. 

The net effect of the sale of gold during the year ending 
March 3Ist, 1939, was that the government was able to 
finance a considerable excess of rearmament expenditure 
over the loan of {80 Mn. raised in June 1938 to meet it, and 
in addition to repay about {142 Mn. of Treasury bills issued 
by “tender”. Since the purchase of the gold had been 
financed largely by long-term loans, the result was to reduce 
the “tender” bill issue to a figure well below that ruling 
before the gold purchases began. In view of the heavy 
government expenditure, the “tender” bill total is now 


1 The transfer of gold from the Bank of England to the Account and the re-valuation of 
the Bank’s gold resulted only in transfers of “ tap” bills between the Bank and the Account, 
and had no effect on the total. 
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rising rapidly. But even at the present rate it will not reach 
a normal seasonal level until the autumn. In other words, 
rearmament is still being financed out of the proceeds of the’ 
sale of gold bought in previous years out of long-term loans ; 
or, from another point of view, out of the long-term loans 
raised in previous years and invested temporarily in gold. 
The effects of this, and of other changes in the Floating Debt, 
upon the banking and economic position will be discussed 
in a subsequent article. 
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Italian Finance and Investment’ 
By Bruno G. Foa and P. G. Trevzs 


1. A number of new doctrines, some alternative and 
some complementary to each other, have been expounded 
in recent years in connection with the dynamics of con- 
temporary markets. On the other hand, ever since the world 
slump of 1929, one country after another has felt compelled 
to tackle such problems as employment, the balance of 
payments, and investment. It was inevitable that some 
attempt should be made, sooner or later, to test the signi- 
ficance of some of the new analytical tools in the light of 
experience ; and that this should in its turn lead to a 
re-examination of the assumptions on which the theoretical 
relationships in question are based. The institutional 
factor has also been brought into play. It is clear, in fact, 
that the varying degree of control exercised by the State 
has a bearing on the way in which, say, Mr. Kahn’s multiplier 
or Mr. Harrod’s relation can be expected to work, if at all. 
Besides, the quick transition which has taken place almost 
everywhere from the economics of unemployment to the 
economics of ‘“ bottlenecks”? and rearmament, has intro- 
duced a host of new difficulties, although not without some 
compensatory simplifications. These are all very fascinating 
and far-reaching problems, which however go far beyond the 
limited scope of this article. We do not therefore propose 
to take sides in current controversies, nor is it even a question 
of what Professor Robertson would term an “ incursion by 
an agnostic into the realms of theology”’.? We are simply 
concerned here with setting out a few facts about the trends 
of Italian finance and investment in the last few years, 
that is to say with one of the more interesting and thorough- 
going attempts at public control over the volume and direc- 
tion of investment which are being carried out at the present 


1 A paper read in the Seminar of Economic Theory of the London School of Economics, 
on the 2nd and gth June, 1939. 
2 Economic Fournal, 1939, p. 356. 
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time. Whether, and, if this is so, to what extent Italy’s 
economy bears some resemblance to a Keynesian world, 
or whether it exhibits some of the features, in con- 
nection with the mechanism of saving and capital main- 
tenance, which have been made familiar by Professor Hayek 
and the “* Austrian school ”’, it is left to the reader to decide. 
At all events, the recent trend of Italian national economy 
may possibly offer some guidance towards appraising both 
the effectiveness and limitations of some contemporary 
tools of economic analysis, under institutional assumptions 
which, although far removed from Jatssez-faire, and involving 
full-fledged State control, still fall short of collectivism, 
and involve a rich variety of degrees and shades in the 
technique of managed economy. 

2. It is a matter of common knowledge that Italy, during 
the last few years, has been engaged in an effort almost 
unprecedented in her financial history. The world depres- 
sion, the Abyssinian war and “sanctions” together with 
their aftermath, the drive for self-sufficiency and armaments, 
followed each other in quick succession, overlapping to a 
considerable extent in their sequence and effects. That 
the economic system of Italy should have stood such an 
emergency without apparent overstrain was due, of course, 
to the extensive degree of control gained by the State, 
and exercised both directly and through the corporative 
system, over the main variables of economic life, such as 
prices, wage-rates, investment, and the foreign exchanges. 
Fundamental changes were thus brought about in the 
economic structure of the country. Investment for private 
ordinary purposes was limited, whereas production for pur- 
poses of autarky and rearmament was rushed full steam 
ahead. Room was thus made for increased expenditure in the 
channels desired, so that fresh investment was, to a con- 
siderable extent, substitutive of, rather than additive to, 
ordinary investment. 

3. It is almost inevitable, in view of the many similarities 
between the two systems, to be forced into some kind of 
comparison between Italy and Germany. Both countries, of 
course, adopted similar policies in connection with public 
works, rearmament, foreign exchanges, price and labour 
control. There were, however, many differences in degree, 
as well as in the technique adopted, e.g., to absorb unemploy- 
ment and prevent price inflation. It is also to be remembered 
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that the Italian measures were spread over a greater number 
of years, and that changes, in general, were brought about 
more smoothly. Besides, the position of the two countries 
in the years, say, 1932-33, was different in more than one way. 
Italy had carried out her policy of great public works several 
years in advance of Germany, and her unemployment rate 
was lower. The monetary position was also technically 
easier for Italy, which had wisely kept her foreign borrowing 
within very small limits. On the other hand, Italy was far 
less well endowed with basic raw materials, such as coal, and 
did not possess the highly modernised industrial equipment? 
which was in Germany the legacy of inflation and American 
loans.2._ These latter facts incidentally explain why Germany, 
by putting into motion her reserves of unused productive 
capacity, was in a position to reach full employment in a 
few years, whereas the total elimination of unemployment 
in Italy has proved and is proving to be more difficult, and 
her productive level, although already involving a number 
of “bottlenecks ’’’, lags still somewhat behind the full 
employment mark. 

4. The world depression left Italy comparatively 
unaffected for a while‘, and hit the country with full force 
only towards the end of 1931, touching its lowest point in 
the years 1932-33. The Government had to step in to rescue 
the banking system, which was virtually illiquid (just as 
the German banks found themselves to be in the spring 
and summer of 1931) owing to the dead weight of its 
semi-frozen industrial assets, to revive production, and deal 
with unemployment. The latter was reduced by additional 
public works, and the available employment was spread over 
a larger number of heads by the introduction of a 40-hours 
working week. The banking system was thoroughly over- 


1 It must be pointed out, however, that the industrial equipment of Italy was already 
at that time very substantial, and quite up to date in many vital lines, such as electric 
power production, textiles (including rayon), motorcars, aircraft production, shipbuilding, 
chemicals and armaments. Since that time, enormous advances have been made, 
involving almost revolutionary progress in many lines of production. 

2 See C. Bresciani Turroni, Tbe Economics of Inflation, 1937. 

3 See Annual Report by the President (Signor A. Beneduce) of the Istituto di Ricostruzione 
Industriale of the 28th April, 1939, where it was stated that many industries have adopted 
a three-shift schedule, and that shortage of hands is noticed in some lines of production. 

4 This time-lag is not difficult to explain. Italian economy was not closely interlocked 
with the vagaries of Wall Street, nor too much dependent on the purchasing power of the 
countries which are producers of “ primary ” agricultural commodities. The sudden stoppage 
of American lending also left her almost unaffected. Gradually, however, the decreased 
demand for her exports in almost every market and the worsening in the invisible items 
of the balance of payments (in particular, American tourist traffic) made themselves felt, 
and the country was brought within the vortex of the slump. 
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hauled, but on the other hand it had to give up its indepen- 
dence, and accept a considerable measure of public control. 
A number of public holding companies were either established 
or developed, some of them having been brought into 
existence soon after the war, and some dating from an even 
earlier period: first and foremost, the Istituto di 
Ricostruzione Industriale (known as the I.R.I.), originally 
modelled on the lines of the American R.F.C. and eventually 
developed into a permanent holding of industrial interests 
under State control, which took some of the great branches 
of the Italian industry under its wing. This state of affairs, 
although originally brought into being under the pres- 
sure of the crisis and of later emergencies, was found to 
be consonant with and agreeable to the broad aims and 
principles of the Fascist corporative order’. Thus, State 
control over banking and industry became a permanent 
feature of Italian national economy.? 

5. Further problems had to be faced in the monetary 
sphere. It will be recollected that Italy had stabilised her 
currency, at the end of 1927, at the rate of 3-66 new lire for 
one pre-war lira, corresponding to an exchange rate of 
92-46 lire per pound sterling as compared with the pre-war 
parity of 25 lire. Deflationary pressure had followed the 
stabilisation of 1927, to bring the system into equilibrium 
with the international position (and also because of the lower 
parity subsequently adopted by France), but was up to a 
certain point mitigated by an expansionist policy of finance 
in connection with public works and direct and indirect 
Government expenditure. The crash in the international 
price structure and the departure from the gold standard, first 
in this country and later in the United States, made deflation 
more acute, and weighed heavily on the trade balance. 
Foreign funds were withdrawn from the country, capital 
began to fly abroad, and the technical position of the Bank 
of Italy reserves quickly approached a critical stage. Gold and 
foreign exchange holdings, which stood at 9.6 milliards of lire 
at the end of 1930, were two milliards lower at the end of 
1931, and fell to 5.8 milliards by the end of 1934. In the 


1 This was stressed by Mussolini himself, in a speech delivered at the Capitol in Rome, 
on the 23rd March, 1936, in which he laid down the principle that all key production had 
to be brought under State control. 

2 At the end of 1938 the I.R.I. alone had control over assets to a value of 20 milliards 
of lire as follows: (a) 9 milliards, value of the fixed and working capital of industries 
centrolled by the I.R.1; (6) 9 milliards, loans either by the I.R.I. or by I.R.I.-controlled 
banks; (c) 2 milliards, Government securities. 
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spring of 1934, exchange control was established, and in 
December of the same year foreign securities and balances 
belonging to Italian nationals were made liable to trans- 
ference to the Treasury. Foreign exchange dealings were 
monopolised by a Government Exchange Control Depart- 
ment. This had been prefaced on February 15th by the 
establishment of a general licensing system of imports, which 
has been maintained ever since. 

6. The period from October 1935 to May 1936 was 
covered by the Abyssinian war and “sanctions”. Govern- 
ment expenditure jumped at once to a war level. Imports, 
except for vital military supplies such as coal, oil, etc., 
were drastically reduced, and exports fell considerably. 
War and sanctions were soon over, but, under the stimulus 
of both, and of the political developments which followed 
the Abyssinian war, the drive towards autarky gathered 
enormous strength, and the pace of rearmament was further 
accelerated. On the 5th October, 1936, following the 
devaluation of the French franc and the dissolution of the 
so-called “gold bloc”, the gold parity of the lira was 
reduced, and the parity with the pound sterling and the 
dollar brought back to the levels of 92.46 and 19 adopted 
in 1927. 

7. Table I gives the figures of total Government expendi- 
ture and revenue for the various financial years from 


1931-32 to 1937-38.1 


TABLE I 


BUDGETARY EXPENDITURE AND REVENUE, 1931-32/1937-38. 
(milliards of lire) 


1937-8 
38-6 
27°4 


Expenditure. . 
Revenue... a Fone Oe! 
Difference 


It will be gathered that the increase in expenditure has been 
continuous, involving a cumulative deficit over these seven 
years of 56. 3 milliards, of which 4o. 1 was in the last three years. 
This stupendous increase in expenditure was met: (a) by 
increases in taxation; (4) by some windfall revenues, such 
as the profit on the writing up of the gold reserve of the 
Bank of Italy after the devaluation of 1936, and substantial 


1 The financial year runs in Italy from the ist July to the 3oth June. 
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voluntary offerings of gold during the sanctions period ; (c) by 
an operation of loan conversion originally meant to reduce 
the burden of the Funded Debt from 5 to 34 per cent., 
which was followed after a little while by a re-conversion 
from 3$ to § per cent., against payment of an additional 
15 lire for every 100 lire of 34 per cent. loan already held ; 
(2d) by a compulsory loan on real estates, coupled with a 
special levy spread over 25 years; (¢) by an increase in the 
floating debt, in its various forms. Details as to these 
items will be found under Appendix I. It will be seen that 
the various measures adopted imposed all-round sacrifices 
on practically all classes of taxpayers. They were also 
supplemented by a number of enactments stabilising prices, 
house rents, etc., and by conversion operations on mortgage 
and other long-term loans and bonds, which affected 
important classes of income-receivers. 

8. In order to ascertain, as far as possible, the ratio 
between ordinary revenue and National Income, on the one 
hand, and public borrowing and saving capacity of the 
market on the other, it may be simpler to confine our atten- 
tion to the last three years, namely those from 1935-36 
to 1937-38. During this period, ordinary revenue increased 
with respect to the previous years by an average of § milliards 
per year, windfall items accounted altogether for about 
3 milliards, and borrowing increased by some 40 milliards 
of lire, namely at a rate of about 13.5 milliards per year. 
Recent estimates of the Italian national dividend are 
not, unfortunately, available.1_ The latest known estimate, 
made by Professor Mortara, gave a figure between 85-90 
milliards for the year 1928.2 All that we can do is therefore 
to attempt a rough guess of the present position as compared 
with that of 1928. In view of the increase in population 
and of the monetary devaluation of 1936, there would appear 
to be some prima facie ground for believing that the present 
figure should be somewhat higher, seeing also that produc- 
tivity per head has probably increased. On the other hand, 
the monetary “ alignment ” of the lira to the pound sterling 


1 However, a somewhat summary estimate carried out by B. Barberi (Economia Italiana, 
April, 1938), gives for 1936 a total of 86 milliards of lire. The first instalment of a paper 
on Italian Wealth and National Income in 1936-37 by A. Degli Espinosa has been published 
in Economia, May, 1939, but it does not disclose as yet the estimate for the National Income. 

2 This total may strike some readers as extremely low, in comparison, e.g., with the figure 
of the National Income in this country. It is easy, however, to point out that comparisons 
of national dividends as between different countries in terms of money are apt to be mis- 
leading, as they convey no information at all on the comparative purchasing power of a 
money unit of income per head, which is obviously greater in comparatively poorer countries. 
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carried out in 1936 was at the time a compensatory measure 
to the existing overvaluation of the lira, and did not lead 
to increased incomes. There were, of course, price increases, 
in connection with the higher prices of imports (although 
this was to some extent mitigated by reductions in customs 
duties), but as total quantities of these were strictly rationed 
the all-round effect was not in itself inflationary. On the 
whole, the statistical and other evidence available, although 
rather sketchy, seem to point to the conclusion that the 

Italian national dividend in the last year or two has 

presumably reached the peak of 1928, but has not risen 

further. In fact: 

(a) The wholesale and cost of living price indexes for 1938 
lagged still somewhat behind the base value (=100) 
of 1928, standing at 95.3 and 99.12 respectively. Only 
in the first quarter of the current year has the index of 
the cost of living reached 100.50, with the wholesale 
index still at 97.4. 

(b) The index of industrial occupation had already in 1935 
caught up the level of the base year 1924, improving 
steadily ever since (the figure for 1937 has been 104-46, 
and for 1938 110-70). On the other hand, the index 
of aggregate hours worked in each year gives even 
for the last two years a lower value than for the base 
year 1929, standing at 91.74 and 95.48 respectively. 
The actual volume of employment, as distinguished 
from the numbers of people employed, is not therefore 
to-day greater than it was in 1928-29. 

(c) The industrial wage-bill, which stood at 11.1 milliards 
of lire in 1929 and slumped down to 7.4 milliards in 
1932, increased to 7.7 milliards in 1935 and 8.2 in 1936 
(the latest year for which statistics are available).2 
Since that time, two all-round increases of the average 
of Io per cent. each have been granted in wage-rates, 
so that the total to-day, on the basis of the 1936 level of 
employment, would stand at about 9.9 mnilliards. 


1 The suggestion made by Mario Mazzucchelli senior in the Rivista Bancaria, February, 
1939, to the effect that the value of the present National Income of Italy could be arrived 
at by increasing the figure for 1928 by 40.9 per cent., which is the rate of devaluation adopted 
in 1936, appears therefore to be altogether unplausible. 

2 These figures, as well as most of the statistical material of this article, are taken from 
a remarkable recent volume published by the Bank of Italy under the title L’ Economia 
Italiana nel Sessennio 1931-1936, Rome, 1939. ‘The publication of official statistics on foreign 
trade, bank returns, etc., which had been temporarily withheld at the time of the Abyssinian 
war, has since been resumed, so that all figures given here are available in the Bollettino 
Mensile of the Istituto Centrale di Statistica. Others are printed in the Appendix to the 
Annual Reports of the Governor of the Bank of Italy. 
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Further allowance must be made for the increased 
employment since that date, but even so we are still 
left somewhat below the figure for 1929. 

(2) Agricultural employment, which engages nearly one 
half of the active population of the country, has been 
on the whole steady over the last few years. Prices 
of home-grown crops (wheat, maize, rice, hemp, and 
other staple products) have been as far as possible 
protected, being fixed on the eve of the harvests by 
corporative committees. The purchasing power of 
agriculture as a whole has been therefore improving 
year after year, recovering from the depths of depression 
touched in 1932-33. However, the prices of practically 
all agricultural products are still lower than they were 
in 1928. The agricultural wage-rate index, which 
had fallen very low in 1934, stood at 73.0 only (base 
year: 1928=100) for 1936. Even including the two 
IO per cent. increases (which probably have not been 
so general in agriculture as has been the case with 
industry), we are still behind the 1929 level. 

(e) Incomes of interest-receivers have fallen, as a sequel 
to the decline in interest rates, and to the various 
conversion operations on mortgage loans and bonds. 

(f) Incomes from rent on both land and town properties 
have been twice reduced and then kept steady by the 
legal enactments already mentioned. 

(g) It must be admitted that during the last 4-5 years some 
windfall profits have been earned by some groups of 
entrepreneurs, both at home and in East Africa. But, 
as will be pointed out later, extra taxation and other 
measures have kept this factor within moderate limits. 

To sum up, it may be estimated that the national 
dividend, which had sunk in the years 1932-33 to an extremely 

depressed level, has substantially increased ever since, as a 

result of increased industrial employment and of greater 

output and better prices in agriculture, recovering probably 
up to the pre-crisis level. Analogy with the trends which 
have taken place elsewhere, e.g., in Germany,! supports this 
conclusion, so that we can take a figure of, say, 9o milliards 
as indicative of the national dividend to-day (and a slightly 
lesser one for the average of the last three years). Picking 
up the thread dropped at the beginning of this paragraph, 


1 See T. Balogh, Economic Fournal, 1938, p. 466, and C. W. Guillebaud, The Economic 
Recovery of Germany from 1933 to the Incorporation of Austria in March, 1938, London, 1939. 
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we are now in a position to say that an average tax yield 
of 22.5 milliards involved a considerable burden per head, 
and a measure of sacrifice to the Italian taxpayer at least as 
large as that laid on his British “‘ opposite number ’’.* 

9. As to the flow of fresh saving which is yearly available 
out of the national dividend for net investment, one can 
perhaps, in the absence of reliable estimates, put it at about 
Io per cent. of total income, and probably even more, in 
view of the frugality and saving propensities of the Italian 
population. This would give a figure of, say, 9 or perhaps 
10-11 milliards per year available for fresh investment, 
which is also the figure suggested by Professor Demaria 
in a recent article.2?, So far as the last 3-4 years are con- 
cerned, fresh savings have been authoritatively estimated? 
at an average figure of 12 milliards, with a peak of nearly 
16 milliards in 1936; and the present rate of saving is put 
by the Italian correspondent of The Economist as high as 
in the neighbourhood of 18 to 20 milliards.t What is meant 
by “saving” in these contexts is not always clear. How- 
ever, if we add up a number of items such as net increases in 
the share capital and reserves of limited liability companies, 
the net total (namely, new borrowing less repayments) 
volume of fresh public loans, Treasury bills and bonds 
floated by public companies—less the known advances 
made by the banking system against subscriptions to same,° 
and increases in Post Office and bank deposits and saving 
certificates, we get somewhere in the neighbourhood of 
Senator Volpi’s figure. To the extent, however, to which 


1 The ratio of tax-yield to national income seems in fact to be pretty close in the two 
countries, and indeed higher for Italy. It is hardly necessary to point out, however, that 
comparisons in measures of financial sacrifice among different countries involve at least as 
many pitfalls as those in national incomes. 

2 In Giornale degli Economisti, October, 1938. 

’ By Senator G. Volpi, President of the National Confederation of Italian Industrialists, 
in a broadcast address given last April. 

4 The Economist, June 24th, 1939, whose main conclusions closely agree with those inde- 
pendently arrived at in this article. The figure of 18-20 milliards seems, however, too 
high, even for gross saving. 

5 These are, unfortunately, available only in connection with the reconversion operation 
of 1935 and the loan on real estates of 1936. Returns of the total advances on securities 
granted by the Bank of Italy as well as by all deposit and other banks are regularly 
published, but these include advances on both fresh and old securities. At all events, they 
are of great interest, and some use will be made of them later. 

° Let us take, for instance, the year 1936. The volume of net new share issues (n.b. 
allowance being made for capital reductions and losses) and increases in reserves of limited 
liability companies was 3.6 milliards of lire. Public loans and bonds were issued to a total 
of 4.6 milliards. New Treasury bills for 2 milliards were floated. Post Office new saving 
certificates and deposits stood at 2.6 milliards, and bank deposits leapt up by 5 milliards. 
This gives an all-round total of 17 milliards, from which 2.8 milliards are to be deducted, 
being bank advances towards subscriptions to public loans. We are thus left with 14-15 
milliards, which perhaps involve some additional double counting, but do not include the 
increased reserves of business other than limited companies. 
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advances towards new loans and Treasury bills have been 
made by the banking system, and to which Government 
securities have not wholly been absorbed by the market but 
have been left in the hands of the banks, any such computa- 
tion is likely to involve some double counting. What is more 
important, whereas the estimate of 10-12 milliards refers to 
some sort of normal net saving capacity of the market on the 
basis of a national dividend in the neighbourhood of go 
milliards of lire, it is not at all sure that the extra saving 
which has been actually made available during the last three 
years can be considered wholly net, in the sense that it allows 
for the full maintenance and replacement quotas of the 
existing equipment. At all events, seeing that Government 
borrowing alone in the three years from 1935-36 to 1937-38 
averaged 13.5 milliards of lire per year, it is clear that this, 
together with the finance of investment for purposes of 
rearmament and self-sufficiency, besides absorbing the whole 
of the fresh available supply of saving, involved a con- 
siderable transfer of saving from alternative uses. The 
accumulated saving resources of the country were, so to say, 
pooled together, and drafted into the service of the twin 
aims of the national economy of the country. 

10. It would be of some interest, if space were available, 
to enter in detail into the various methods by which the 
financial requirements of industry, in connection with 
armaments and the plans for autarky, have been met. It 
will suffice to say that these funds were provided for: (a) 
out of grants included in ordinary budgetary expenditure, 
on an average (for the whole period 1932-38) of 1.7 milliards 
per year; (b) through bond issues by the I.R.I. and other 
similar institutions! ; (c) by advances from the Bank of 
Italy and its special branches dealing with industrial invest- 
ment (mainly the Consorzio Sovvenzioni su Valori)? ; besides 
this, the policy of valorisation of staple agricultural products, 


1 [In addition to the I.R.I., mention must also be made of the I.M.I., namely the Istituto 
Mobiliare Italiano, which was created in the crucial year 1931 as an institution for credit 
to industries. The I.M.I. grants medium-term loans to industries, against which a corres- 
ponding volume of bonds is sold to the public. Although very conservatively managed, the 
I.M.I. has carried out so far bond issues and corresponding loans for very substantial amounts. 
Nor should the part be overlooked played in the finance of both public works and invest- 
ment of national interest by the powerful insurance companies, of which one (the Istituto 
Nazionale delle Assicurazioni) is under State ownership. 

2 As a central bank, the Bank of Italy does not, of course, engage in operations of credit 
to industry. Soon after the Great War, however, it was called to take over a large volume 
of industrial assets (as a sequel to the crisis of 1921), and the Consorzio Sovvenzioni was created, 
Its connections with the I.R.[. are also very intimate. 
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and land reclamation and improvements, also involved large 
commitments. These were provided for partly out of the 
estimates of the Ministry of Agriculture, and partly through 
a number of specialised credit institutions. 

11. Charts I and II, and the tables printed under 
Appendix II, may be of some assistance in appraising the 
effects of the trends in finance and investment just outlined 
on circulation. Chart I includes changes, over the period 
1930-38, in: (a) gold and foreign exchange reserves of the 
Bank of Italy ; () note circulation and outstanding cheques 
drawn on the Bank of Italy ; (c) aggregate loans and advances 
of the Bank of Italy; (d) bank deposits. Chart II shows 
how the increase in bank deposits of the last 8 years has been 
apportioned between saving banks on the one hand, and Post 
Office Saving Deposits and Post Office Saving Certificates on 
the other. Detailed figures, together with some others 
relating to the operations of the leading institutions for 
credit to industry and public undertakings (I.R.I., I.M.L., 
Consorzio Sovvenzioni, Consorzio di Credito per Opere 
Pubbliche, Istituto di Credito Navale, etc.) and agriculture, 
are given in Appendix II]. The markedly upward tendency 
of all advances is unmistakable and points a very definite 
finger to the process of extremely active credit expansion 
which has taken place. On the other hand, the note circula- 
tion, although considerably increased between 1934 and 1937, 
has been kept within moderate limits. This fact supports 
the contention, which will soon be argued, that the increased 
investment over the period under examination has not 
brought about a proportional increase in wage-goods con- 
sumption, the note circulation being, of course, a rough 
index of the latter. 

12. So far as changes in bank deposits are concerned, 
it will be noticed that total deposits have leapt up by well over 
8 milliards in the single year 1936, by 5 milliards in 1937, 
and by nearly 6 milliards in 1938. Deposits with commercial 
banks have remained almost stationary, whereas those in 
saving banks, and Post Office Saving Banks, which have offered 
throughout very attractive terms to depositors, have shared 
between them the benefit of the whole increase. Such a 
huge increase in total bank deposits, at a time when the 
market had also to absorb an almost unprecedented volume 
of Government bonds, is clearly connected with the Govern- 
ment borrowing policy; in particular, with the liberal advances 
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made by the banks on the collateral of Government securities, 
and towards subscriptions to public loans. 

13. The trade balance, together with the invisible items 
of the balance of payments, is, of course, a factor of paramount 
importance in conditioning the success of the policy which 
has been adopted.1_ Exchange control has been very effective 
throughout the last five years, and imports have been limited. 
to the bare indispensable. On the other hand, some of the 
investments involved by the East African Empire and by 
the drive for autarky, the laying up of stocks of vital supplies, 
such as wheat and oil, and the requirements themselves 
of the new industries, have made it imperative to have 
recourse to fairly substantial imports. This led in its turn 
to a fresh drive for exports and, in view of the greater 
elasticity of the international demand for Italian exports 
as compared with that of the Italian demand for imports 
from abroad, inevitably brought about a worsening in the 
terms of trade.? Far-reaching schemes have been adopted, 
and are being carried out by corporative bodies, to foster 
exports, involving a considerable degree of subsidies, etc. 
However, no recourse has been had to the objectionable 
methods adopted by some other countries? A number 
of clearing agreements have been negotiated, and are working 
with a varying measure of success. Trade on a barter basis 
and on so-called “ bilateral”? arrangements covers nearly 
two-thirds of Italian foreign trade, and contraction in some 
directions has been to a certain extent made good by 
expansion in others.‘ 

The behaviour of the Italian balance of trade since 1934 
will be apparent from Table II. 


TaBteE II 
ITALIAN BALANCE OF TRADE 
(milliards of lire) 


Excess of imports over 
exports (including exports 
to colonies) 


Excess of imports over 
exports (excluding exports 


Year to colonies) 


1 This has also been pointed out, with reference to Germany, by Mr. Balogh, loc. cit. 

2 See Economist, 24th June, 1939, cit. 

* It must also be mentioned that the service of Italy’s foreign debt has been regularly 
met throughout. 

“ Trade with Germany has increased during the last few years very considerably, reaching 
a figure (values of both imports from and exports to) in excess of 5 milliards of lire for 1938. 
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As to the balance of payments, net changes in gold reserves 
of the Bank of Italy are, up to a point, indicative of its 
behaviour. We say up to a point, because the Treasury 
has had available throughout the period the proceeds of the 
foreign exchange balances and securities handed over by 
Italian investors, no figures for which have been officially 
disclosed, and the gold offered by the public. So far as the 
more recent developments are concerned, some light has been 
thrown on them by the Minister for Foreign Trade and 
Exchanges, Guarneri, in a statement to the Italian Upper 
House delivered on the 26th May of this year. It is under- 
stood that in 1937 the deficit of well above 5 milliards in the 
trade balance of the country was entirely met, so that no 
gold export out of the Bank of Italy reserves took place. 
In the year 1938, with a deficit in the trade balance below 
3 mullards, there was a gold loss of 202 million lire. In 
the first 4 months of the current year, despite a great improve- 
ment in the position of the trade balance, the balance of 
payments has not reached equilibrium. The fall in tourist 
trade is held responsible for these fresh difficulties. 

14. There can be no doubt as to the fact that the con- 
sumption multiplier during the last few years has been kept 
deliberately low (there have also been changes in the 
qualities of the articles released for consumption) and 
that the increased investment (although associated, especially 
between 1932 and 1933), with an increase in wage-goods con- 
sumption, has taken place to a considerable extent at the 
expense of what, under different conditions, would have 
gone to increase consumption.!. A number of powerful factors 
have been brought into play in that respect. First, the 
stoppage of all non-essential imports has resulted in increasing 
the price of a great number of articles of consumption manu- 
factured with foreign materials; and, since the money 
purchasing power in the hands of wage-earners has not 
kept pace with those increases, limitations in consumption 
have taken place. Second, the higher cost and price of many 


1 There has been some discussion in recent literature (Bresciani-Turroni, Balogh) as to 
whether “ multiplier’ effects have been in operation in Germany, or just the reverse. So 
far as Italy is concerned, it may be suggested that the multiplier effect was operative up 
to a point, in connection with the outlays for public works and (partly) for the Abyssinian 
war. Rearmament and autarky on the other hand, have brought about a gigantic expansion 
in investment goods, working, so to say, the other way round. The normal relation between 
investment and consumption goods has been altered in favour of the former. Without doubt, 
this is no longer a Keynesian world, and we are confronted with the economics of Professor 
Spiethoff and Professor Hayek. 
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home-made articles in comparison with prices of foreign 
competitive goods which have been kept out of the market has 
worked in the same direction. Third, the limitations set on 
the distribution of dividends, and increased taxation, have 
prevented the profits admittedly earned by some sections. 
of the entrepreneurial class from swelling the demand for 
consumption goods. Fourth, there has been a decline in the 
production of durable consumption goods, such as houses.? 
It is also plain that taxation, in view of the channels through. 
which Government revenue was spent, had on the whole 
deflationary- effects. 

15. Strict control was and is also being maintained over 
ordinary industrial investment. During the slump of 1932-33, 
a very important provision was enacted, subjecting the 
establishment of new industrial plants, as well as extensions 
in existing ones, to licence. This was originally intended 
to prevent undue excess capacity, but turned out to be a 
very powerful weapon for checking investment in undesired 
directions. Also, increases of share-capital above 1 million 
lire, and issues of bonds and debentures, were made subject 
to a permit by the Treasury. Ordinary investment was thus 
effectively restricted. 

16. The fact that both the wholesale and retail price 
indexes have substantially increased during the last three 
years, and the already noted expansion in various indexes 
of circulation, raise once more the issue whether inflation 
has not taken place. We have already stated that, in our 
view, there has been no such thing as income inflation, Price 
increases are to be explained essentially (although not 
exclusively) in connection with the rationing of imports, 
which has driven up the prices of certain raw materials far 
above the differentials explained by the new monetary 
ratio adopted in 1936. It seems very likely that ultimately 
the price system will have to be readjusted to a higher level, 
and recent wage increases (the latest has taken place in March) 
point in the same direction; but there are no grounds 
for fearing that a vicious circle should be expected from the 
income side. There have been some signs of profit inflation, 
but these have been kept within fairly narrow limits. What 
on the other hand is difficult to assess is the ultimate signi- 
ficance of the huge amount of investment for special purposes 


1 New housing has had a very serious setback in the last two years, dropping from a peak 
figure of 433,250 new units of floor space built in 1936 to 325,784 units in 1937 and 218,704 
units in 1938. The figure for 1936 was, however, abnormally high, on special grounds. 
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brought into existence in the last few years. This, the level 
of public expenditure, the credit expansion, and the influence 
of all these factors on both past accumulation and future saving 
capacity, might conceivably, although not necessarily, lead 
to some sort of cumulative process, in the event of some of 
these factors—in particular, public expenditure—getting 
out of hand.t However, should the expansionist ten- 
dencies be held in check, and the system given a spell of 
breathing space, it ought not to prove impracticable to 
reach a position of equilibrium at a somewhat higher level 
of National Income in terms of money, higher prices, and 
higher tax yield, involving, in real terms, the maintenance of 
the present level of real incomes (although probably not 
without the writing off of some of the extra investment 
of the last few years). 

17. Some readers may have been puzzled by the lack of 
reference, so far, to the rate of interest. The omission is 
to be explained by the fact that the rate of interest has hardly 
played an independent part at all in the expansion of invest- 
ment in Italy in the last few years. On the other hand, a 
skilful management of the structure of interest rates has been 
required in order to secure the optimum desired distribution 
of savings, and this is worth a few remarks. As far ag 
the average level of the interest structure was concerned, 
the Italian authorities followed the path almost universally 
adopted in the last eight or nine years, aiming at a reduction, 
first, and then at the stabilisation of the interest rates. The 
official discount rate of the Bank of Italy, which stood at 
54 per cent. in the summer of 1931, and had subsequently 
been raised to 7 per cent., was reduced to 6 per cent. in the 
spring of 1932, to § per cent. two months later, to 4 per cent. 
at the beginning of 1933, to 34 per cent. in the autumn of 
that year, and to 3 per cent. in December, this being the lowest 
rate ever touched in the history of the Bank. Such a rapid 
downward trend was, of course, intimately connected 
with the preparations for the conversion of the Funded Debt 
eventually carried out in 1934. It was accompanied by great 
reductions in the rates on bank deposits, but the decline 
in the rates on bank advances did not keep pace (also allowing, 
as one has to, for the ordinary differentials between discount 
rates and rates on advances). Besides, the psychology of 


1 Tt is clear, in fact, that the consumption multiplier cannot be compressed abruptly, 
and that re-absorption of extra incomes through taxation involves some time-lag. 
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investors and the growing needs of the Exchequer stood 
in the way of reductions in rates and yields beyond a certain 
point. A level of 3—34 per cent. was under the conditions 
impracticable, and rates had to be stiffened. The Bank 
rate was accordingly raised to 4 per cent. in November 1934, 
and again (after a short new spell of 34 per cent.) to 44 per 
cent in the autumn of 1935 and to § per cent. one month 
later. In the spring of the following year it was reduced to 
44 per cent. at which figure it has been standing ever since. 
Yields on Government securities returned again to their 
traditional level of about 5 per cent. On the other hand, 
interest rates on bank deposits went down further, olailé 
those paid by Post Office Saving Banks and P.O. Saving 
Certificates were kept high, bringing in an element of dis- 
crimination which powerfully assisted the needs of the 
Treasury. and the issue “ on tap ”’ of Treasury bills. 

It is to be noted that the significance of Bank rate 
in Italy, during the period under discussion, has been very 
restricted and, in view of the negligible role of the 
open market, its main role has been that of an “ announce- 
ment rate,” foreshadowing the lines of development favoured 
by the authorities. On the other hand, the rate charged 
by the Bank of Italy on advances against public securities 
has been of the greatest significance, and was indeed the 
mechanism which made possible both the unprecedented ~ 
expansion in the Government’s Floating Debt and the 
stabilisation of the rate of interest on the same. It has been 
in fact the consistent practice of the Bank of Italy to grant 
advances on Government securities at rates equal to, and even 
lower than, those carried by the securities themselves ; and 
it is clear that unless this policy had been accompanied by 
some all-round rationing, practically the whole of the fresh 
Government borrowing at the hands of the market would 
have gone to increase, up to 80 or go per cent. of its face 
value, the advances of the Bank. 

As to the cost of new capital for the industrial expansion 
of the last few years, recourse to the I.R.I. and the other 
institutions for industrial credit has enabled new extensions 
to be financed at very reasonable rates. It is stated in the 


‘ It is obvious that such a discrimination in favour of interest rates charged by Post 
Office and other “ Departmental ” institutions would have been impracticable if the authorities 
had not been in a position to control the ordinary banking system. On the other hand, 
the practice of borrowing from the ‘‘ Departments” does not differ from that adopted in 
this country. See Mrs. Hicks’ Finance of British Government. 
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Annual Report of the I.R.I. for 1938 that the average rate 
paid by the I.R.I. during the year on the capital resources 
raised by them was 4.31 per cent., and that, on the other, 
hand, the yield of their industrial investments (which can be 
taken as a rough index of what industry had to pay) was 
5 per cent., and—excluding those which did not pay their 
way—6 per cent. 

18. To sum up: so far as the past history of the 
last four years is concerned, it is not difficult to form a 
comprehensive picture of what has been taking place. In 
fact, it is clear that in a country where a position of full 
employment has not been reached, there is considerable 
room for expansion in the national dividend and the saving 
surplus. It is clear, further, that saving capacity can be 
increased, in the short period, at the expense either of 
consumption or of (a) the present maintenance; (d) future 
replacements of the existing equipment—or both. And it 
is also plain that credit can be expanded in anticipation of 
future income and associated saving. Whether this ulti- 
mately leads to a permanent expansion or to the shrinkage 
of the normal national income in terms of physical units 
depends of course on the long run productivity of the extra- 
investment involved ; while the ultimate “ psychic ” income 
is a function of (2) both (1) the volume and (2) the composition 
of the dividend in physical units; and (4) the preference 
scales of the public, involving comparisons, so far as practic- 
able, between economic and non-economic welfare (including 
considerations of security, national prestige, etc.). With 
those far-distant issues we are not here concerned. It will 
be sufficient to say that, in our opinion, all the factors just 
mentioned, namely (1) an increase of saving due to increased 
income, and intensified by the high propensity to save of 
the market; (2) a somewhat “induced” compression of 
the consumption multiplier; and (3) considerable inroads 
on the maintenance and replacement quotas of existing 
equipment,' have been and are operative in Italy. That, 
to a considerable extent, new investment has been “ sub- 
stitutive’’ and not additive, in real terms, seems to us 
beyond any doubt; and this is why, within those limits, 
Italy appears to have undergone a process of reflation, 
carried out with considerable ability and success. On the 


1 It is to be noted that revolutionary technical progress in industry leads necessarily to 
the need for greater amortisation quotas, because of the quicker economic obsolescence. Also 
“user costs’”’ are, of course, higher in an economy of full capacity. 
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other hand, some signs of strain on the saving capacity of 
the market have been apparent in recent times, and are 
reflected in the latest indexes of circulation. This seems 
to point to the fact that, in addition to mobilising its 
unused saving resources, the country has already expanded 
its investment and public expenditure in such a way as to 
eat up some of the saving capacity of the following years. 
Yet, the plans for autarky foreshadow heavy financial 
requirements,! in addition to those of the Government. 
Some readjustments among the various aims which are 
being pursued. at the present time, and the relative 
economic values, are likely therefore to take place. 
The immediate future, however, rests of course on factors 
which are beyond the province of the economist. 


AprEnp1x I. 


1. It will be recollected from what has been said above 
that the average extra yield of taxes during the last three 
financial years has been 5.3 milliards per year. This was 
made possible by (a) the extra yield of some of the existing 
taxes ; (b) increases in the rates of some taxes; and (c) new 
taxes. The increase in the all-round burden of taxation 
was thus considerable; but it was mitigated by a policy of 
liberal advances adopted by the banking system, devised to 
spread over a number of years the effects of the extra 
burden. 

2. The pillar of Italian direct taxes is the “imposta di 
ricchezza mobile”, which, although not a personal tax, 
bears a very close resemblance to English income-tax, and 
is supplemented, for all incomes in excess of 6,000 lire per 
year, by a “complementary tax” on personal income. 
These two taxes have been left untouched throughout. 
There have been increases in the bachelors’ tax, but this is 
not of great importance, and can be passed over. 

3. The first new tax raised at the beginning of the 
Abyssinian war was a tax of Io per cent. on the dividends of 
all bearer securities, with the exception of Government 
securities. At the same time, limited liability companies were 
instructed to invest in Government securities their profits 
in excess of 6 per cent. on their capital and reserve ; and this 


1 Various estimates have been put forward of these requirements. Professor Demaria 
(in the article above quoted) reckons that some 20 milliards will be required in the next 
few years. Signor Beneduce, in his report already quoted, points out that the bulk of 
investment for purposes of self-sufficiency is still to be carried out. 
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measure, in addition to preventing income inflation, had also 
the purpose of creating a reserve of taxable capacity, which 
was in due course exploited. In fact, after the war, an excess 
profit tax was put on limited companies, at varying progres- 
sive rates up to 60 per cent. (eventually reduced to 30 per 
cent.). At the same time, the compulsorily invested dividends 
were released, and made available for distribution or 
reinvestment. 

4. A very peculiar measure which was subsequently 
adopted was a compulsory loan on real estates, coupled 
with an additional tax on the income of all immovable 
properties, devised in such a way as to provide the State 
with the funds for the service of interest and amortisation 
(over 25 years) of the loan. In other words, owners of land 
and real property were called upon to make a loan to the 
State up to § per cent. on the net taxable value of their 
assets, and at the same time to provide the State with the 
funds for meeting the payments of interest and repayment 
of principal. Various alternative options were given to the 
taxpayers, and “ redemption ”’ of the loan by the subscribers 
themselves was encouraged by a bonus of Io per cent. on the 
amount to be subscribed, provided the loan certificates 
were then surrendered to the State which, on its part, 
exempted the subscriber from payment of the 25 years tax. 
The yield of the loan was roughly 5.7 milliards, including 
1.1 milliards for payments for redemption. The leading 
importance of the role played by the banking system in this 
operation is emphasised by the fact that out of 4.6 milliards 
of loan subscribed no less then 2.8 milliards, namely over 
61 per cent., was advanced by the banks. 

5. A year later, an extraordinary levy was imposed on the 
capital of limited companies, at a rate of Io per cent. on the 
market value of their share capital plus accumulated reserves 
at the 5th October 1936, which was the date when the 
“alignment ” of the lira was effected. The Central Bank 
and most other banks (namely, those under State control) 
were exempted, and alleviations, amounting in some cases to 
exemption, were introduced to take into account the position 
of those companies that were operating at a loss. Payment 
was spread over 30 months from March 1938, but encourage- 
ment was given for immediate payment of the whole, in the 
shape of a 6 per cent. compound discount bonus. Shares 
dealt in on the Stock Exchange were accepted by the 
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Exchequer in payment. The banking system was again 
brought into play, as special 4 months’ bills were declared 
eligible for discount direct with the Central Bank (at variance 
with the provisions of the Bank Act of 1936) provided that 
their proceeds were used in payment of the tax. The total 
amount advanced has not been published, but is stated in 
the Annual Report for 1938 of the Governor of the Bank of 
Italy to have been considerable. Companies which were 
unable to meet the tax out of their accumulated reserves 
were required to set aside a special reserve in future years, 
up to the full amount of the tax. To simplify the financial 
problem of the companies, these were permitted to write 
up the value of their plants and assets (an operation which 
was held to be justified by the monetary devaluation which 
had taken place), and distribute bonus shares up to the limit 
of twice the tax to be paid, subject however to the proviso 
that a fresh capital issue had to be made up to one half the 
value of the bonus shares distributed. It will be seen 
therefore that companies were able to raise their tax require- 
ments partly by writing up their capital and partly by fresh 
issues, within the limit of three times the amount to be paid. 
The full yield of the tax is not yet officially available, but 
has been estimated at 4.5 milliards, of which 2.8 were paid 
immediately. Companies wrote their capital up by 6.6 
milliards of lire, of which 2.1 was covered by bonus shares. 

6. Business and firms other than limited companies were 
eventually subjected in their turn to a capital levy, in 1938. 
The main technical difficulty with respect to these was to 
‘ gregate as far as possible the capital from the entrepreneurial 
_ activity as distinct sources of income, and it was roughly met 
by exempting all business having an ordinary taxable 
income below 10,000 lire and by a system of rebates. Tax- 
able capital values were arrived at by capitalising income 
(taxable for ordinary purposes) at the rate of 8 per cent. 
The rate itself of the tax was 7.50 per cent., with the limita- 
tion that in no case should the amount of the tax exceed 
five times the amount of income-tax payable by the firm. 
Three years were given for payment, and redemption was 
encouraged by a § per cent. compound discount rebate. 
The assistance of the banking system was once more made 
available. The expected yield of the tax has been estimated 
at 1.5 milliards. 

7. Turning to taxes on consumption, and indirect taxes 
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generally, new excise duties were established, or existing 
duties raised, on artificial textile fibres and alcohol, to make 
good the loss of customs revenue deriving from the restriction 
of imports. A tax on goods transported by road was also 
imposed in 1935, and the tax on petrol was subject to several 
changes. Some of the taxes on business turnover were 
increased. 

8. The various sources of ordinary revenue are grouped 
in Italian public accounts under four classes, namely : 
(1) Direct Taxes, such as Income Tax, Complementary Tax, - 
Real Estate Tax, etc.; (2) Turnover and Business Taxes, 
Stamp, Estate and Death Duties ; (3) Taxes on Consumption 
(Sugar, etc.) ; (4) Revenue from Monopolies (Tobacco, Salt, 
National Lottery, etc.). Roughly speaking, classes (3) and 
(4) are indicative of the burden put on the consumers. It 
may be of some interest to compare the relative increase in 
each of these four groups between the average yield of 1931-35 
and that of 1937-38. These were 38 per cent., 26 per cent., 
32 per cent. and 15.6 per cent. respectively, which, roughly 
speaking, seem to point to an equitable distribution from 
the viewpoint of the consumers. 

Let us now deal briefly with borrowing, beginning 
with the Funded Debt. Two large-scale operations were 
carried out by the Treasury, in 1934 and 1935 respectively. 
Taking advantage of the easy conditions of the money market 
(arising, as has been mentioned above, out of open market 
operations) the Treasury carried out in the spring of 1934 a 
remarkable conversion operation of 60 milliards 5 per cent. 
Consols into a 3.50 per cent. Redeemable Loan, having a 
maturity of 45 years. This operation was very successful, 
but it did not involve any immediate relief to the Exchequer, 
just the opposite, as the Government paid to those who took 
advantage of the conversion a sum equivalent to 4.50 per 
cent. for each 100 lire, to make good the difference between 
3.50 and 5 per cent. over 3 years, as the Consols were by law 
inconvertible before 1937. To make conversion attractive, 
a large number of prizes, to a total of 600 millions, were 
drawn and distributed. The Bank of Italy was instructed 
to grant advances on the new loan certificates at a rate 
half a point below the official rate of discount, which, of 
course, proved an extremely attractive proposition. The 
potentially inflationary effect of the payments (which reached 
3.4 milliards) made in connection with the conversion by 
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the Exchequer was offset by sales of 4 per cent. nine- 
year Treasury bonds, and by the issue of debentures by a 
public holding company, on behalf of the State Railways. 

10. The second large-scale operation on the Funded 
Debt was, so far as we are aware, altogether unprecedented. 
It consisted in an offer of reconversion of the 34 per cent. 
Redeemable Loan into 5 per cent. Rentes, involving the pay- 
ment of 1§ lire for every 100 lire of nominal capital already 
held in Redeemable. This new loan was also offered to the 
general public, at the price of 95. As the market price 
of the 34 per cent. stood at that time at 78, an extra induce- 
ment of 2 lire was thus given to reconversion. The new 
Rentes also enjoyed the privilege of being eligible for advances 
below bank rate. The operation proved very attractive, as 
investors obtained no less than Io per cent. on the fresh funds 
lent. The amount converted was 41 milliards, out of a 
total of 61 milliards. The yield of the additional 15 lire 
was 5.7 milliards. Fresh subscriptions raised an additional 
milliard. 

11. Large recourse, on a scale unprecedented in peace 
time, was had to the Floating Debt in its various forms. 
Since 1935-36, issues were made of I-year Treasury bills, 
bearing § per cent. interest payable in advance, to an amount, 
to date, of between 12 and 15 milliards of lire. A large 
market has been found for these securities, which, being 
issued ‘“‘ on tap ” throughout the year, have also been taken 
up by the ‘‘ Departments ”’, including the very powerful 
Cassa Depositi e Prestiti. An issue of 2.5 milliards of 5 per 
cent. 9-year bonds was authorised, and distributed in pay- 
ment of the foreign assets handed over to the Treasury 
since 1935. Their equivalent foreign assets are being 
gradually disposed of. Their sale value was given as 646 
millions for the year 1936-37. Other items of the Floating 
Debt included the ordinary account (corresponding to the 
Ways and Means Advances of the Bank of England) with 
the Bank of Italy, up to a legal maximum of 3 milliards, 
the silver and Treasury notes circulation (these two items 
to a rough total of some 4.5 milliards), and advances 
from the Cassa Depositi e Prestiti, and from a number of 
institutions, insurance funds, and:banks. 

12. In conclusion, the additional 56.3 milliards which 
have been spent in the last few years, raised by borrowing 
operations, were apportioned as follows ;— 
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31 per cent. to the Funded Debt and medium-term 
borrowing ; 

55 per cent. to the Floating Debt ; 

14 per cent., raised by the reconversion (including a 
balance borrowed in the previous years), which did 
not increase the amount of the public debt. 

Thus, the increase in outstanding debt from the year 
1931-32 to the year 1937-38 was 49 milliards. On the 
Ist July, 1931, the public debt of the country stood at 93.7 
milliards, of which 86.2 was Funded and 7.5 Floating Debt. 


Apprenpix II.} 


(2) GOLD AND FOREIGN EXCHANGE RESERVE AND SIGHT LIABILITIES OF 
THE BANK OF ITALY 
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1 In 1927 lire; 1 lira=o.o791 gr. fine gold. 
2 In 1936 lire; 1 lira=o.0467 gr. fine gold. 
3 On March 31st, 1939. 
(6) OPERATIONS OF THE BANK OF ITALY. 


(milliards of lire) 


Advances 
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Treasury 
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Securities 


Govern- 
ment 
Securities 


End of 
Year 


Clearing 
Advances 


9292099090 


1 Sources: Monthly Bulletin of the Istituto Centrale di Statistica ; Annual Reports for 1937 
and 1938 of the Governor of the Bank of Italy; Bank of Italy ; L’Economia Italiana nel 
Sessennio 1931-36. 
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(c) OPERATIONS OF COMMERCIAL BANKS. 


Cheques 


End of Year} Portfolio 
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(d@) DEPOSITS IN SAVING BANKS, POST OFFICE SAVING BANKS AND SAVING 
CERTIFICATES AND TOTAL (inctupine Deposits in CommMerciaL Banks) 


(milliards of lire) 


End of Year In Saving Banks In P.O. Saving 


Department 


13°03 


1932 17°01 eS 
1934 20°42 a 

1935 19°95 67-28 
1936 22°31 75°86 
1937 25°52 80-64 


28-02 


(e) OPERATIONS OF INDUSTRIAL CREDIT INSTITUTIONS. 
(milliards of lire) 


(i) Consorzio SovveNzioni su Vator INDUsTRIALI. 


1936 1°42 Securities 0-93 Discounts 0-40 Notes. 

1937 1.62 * 0°55 a 0:36 ‘3 

1938 1°72 ” 0°70 ” O°3I ” 
Gi) IL.M.L 

1936 0+56 mortgages. o*50 g-year bonds. 

1937 9379. ” iid Act Sati Dial) 

1938 1°04 ” O88 yy oy 


(ii) LR.I.! 
ER ws “ 10% bonds. 
I.R.L-Mare .. 0-9? = 
LR.I. Ferro... 0-9? is 
LR.I. Stet “a 04? et 
Debt with the 
Bank of Italy 4°7 


1 See, too, note 2, p. 273. 
2 Amount issued. 


(iv) (v) (vi) 
Consorzio pi Crepiro | Istrruro pt CREDITO PER Istituto pr CrEDITO 
PER LE OPERE LE OPERE DI PUBBLICA NAVALE 
PusBLICHE Urinita 
1932 4°14 4°08 0: 36 
1934 6+83 6°68 0°49 


1936 6°43 6: 32 o*40 
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(f) AGRICULTURAL CREDITS. 
(milliards of lire) 
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Ethics and Economic Reform 
By Frank H. Knicut 
II. IDEALISM AND MARXISM 


In this paper we shall consider, in their relation to the 
problem of economic reform, two of the three general ethical 
methods or approaches which seem to be most important 
in Western civilisation as bases for the criticism of liberalism, 
and possible successors to it as the ethical basis of a social 
order. The three viewpoints referred to are Idealism, 
Marxism and Christianity.1 For a discussion within the 
scope of an article, the respective viewpoints or conceptions 
must naturally be taken in a rather general interpretation, 
without any attempt at precise definition or references to 
the literature, or an adequate polemical defence of the view 
presented as to what constitutes the essential and distinctive 
principle of each. They will be considered more or less 
comparatively, in relation to liberalism, which, as the 
accepted moral basis of social order hitherto in our culture, 
seems to be entitled to the advantage of the onus probandt. 


A. IpEALISM 


In the academic and speculative ethical tradition of the 
modern world, the most important view of ethical problems 
and principles alternative to liberalism (utilitarianism, 
economism—and, we may add, pragmatism) in terms of 
which the latter has been criticised, is what may be referred 
to as rationalistic or idealistic ethics. It is represented 
philosophically by the Hegelian and neo-Hegelian school 
or tradition. The contrast between liberalism and idealism 
may be provisionally indicated by the terms, “ individualism ” 
and “groupism ”. The task of the discussion is to show 
what these concepts really mean for the purposes of our 


1 The ethical position of liberalism was discussed in an earlier part, Economica, February, 
1939: Because of the excessive length, the topic of Christianity has had to be reserved for 
treatment in a separate paper, 
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problem. It will be recalled as the main thesis of the previous 
article that the crux of utilitarian liberalism did not lie 
in the theory of hedonism, or any theory of the content of 
the good, but simply in the doctrine of individual autonomy, 
with mutual consent—assumed to be in general a criterion 
of mutual advantage—as the ethical ideal in all dealings 
or relations between individuals... The central tenet of 
idealism, in contrast, is that “ society ” is the real repository 
or locus of value, and the real choosing subject or moral 
agent. The idealist considers the individual as existing 
“for” society, much as an organ or cell exists for the 
organism, instead of the converse, or instead of viewing 
society as having no reality except as an association of 
individuals for mutual individual advantage. Of course 
both of these positions are untenable in any extreme version. 
Any simple either-or dichotomy of viewpoints in social 
philosophy is necessarily wrong. In this case it is especially 
clear that there is validity in both positions and that both 
are partial truths in various meanings, along with many 
other conceptions of society. (Among these other conceptions 
that of a part of the members of society exploiting or using 
others must not be left out of account.) 

From the standpoint of a critical survey of principles 
advocated for the guidance of social action or policy, the 
elementary difficulty of definition or clear formulation 
arises out of the relation between theories of what is, and 
theories of what ought to be—assuming that the word 
theory can properly be used in this second connection. 
As regards idealism in particular, the first point for emphasis 
is that in the statements of the position by its advocates 


1 The main difficulty in this whole field of discussion is the vagueness in the meaning of terms, 
which is partly due to the efforts of the advocates of every position to treat some compact 
verbal designation of it as a slogan and to interpret it in a question-begging way to include 
as much as possible of all that is accepted as good by ethical common sense (especially that of 
the particular culture to which the discussion is addressed). This is particularly true in con- 
nection with the pleasure principle, which can be used to interpret and to defend practically any 
ethical position. It is a familiar fact that its advocates have never found it inconsistent with 
ascetic ideals and practices, and indeed have not found suicide a serious intellectual dithculty 
for their doctrine. To the present writer, it seems to be an essentially meaningless idea, a 
dogmatic psychological verbalism. If the term ** pleasure ’’ is used by definition as a general 
designation of all motive, the hedonistic principle is true by definition. And if this is not done, 
if it is admitted to be possible for men to desire anything else than pleasure, then the principle 
is axiomatically false, or incomplete. It is possible to argue that what men desire is always 
a mental state, and to call ‘‘ desired mental state’ by the name of “ pleasure”’. But it is as 
certain to common sense as anything can be that men rarely if at all think they are desiring 
pleasure, until they are asked (by themselves or someone else) to give a ‘ reason why ” they 
desire something which they do immediately desire. And when this issue is raised, the form 
which the answer takes seems to be chiefly a matter of the cultural traditions or education, 
including self-education, and habits of verbal usage, of the individual in question. 


298 ECONOMICA [AUGUST 


it is primarily a metaphysical theory of the nature of society 
and derives most of its appeal as a programme from its 
merit in this regard. Its implications, or the ostensible 
deductions from it, for the guidance of action, are much 
less cogent, either logically or ethically. That is, the social 
policies advocated are open to question, both as to their 
actual relation to the premises from which they are ostensibly 
deduced, and as to whether they are valid on any grounds, 
either as axioms or as deductions from any axioms which 
are acceptable as such. 

The philosophical problem as to the nature of the empirical 
social and political reality is properly in question here only 
or in so far as such truths or postulates can be validly used 
as premises for the inference of principles of a distinctly 
ethical sort. On this point, it seems necessary to take a 
negative position, with one important qualification. Moral 
ideals, in the strict sense, must be either axioms of moral 
commonsense, or des aeons from such axioms. This 
problem is almost purely one of “critical” thinking, and 
relative to norms rather than facts. Its relation to any 
question of fact in the meaning of sense observation is very 
indirect. The qualification is that there is not really much 
meaning to moral-political speculation in a vacuum, i.e., 
without reference to what is possible and practicable in 
the real world. (The human significance of descriptive 
essays on “ Heaven” is a question about which the writer 
has puzzled a good deal, without reaching any very satis- 
factory conclusions!) From this practical point of view, 
it is certainly necessary to keep clearly in mind that the 
question is one of changing an existing situation, beginning 
with that situation as it is “here and now”, and using 
means and procedures which are actually available as 
elements in that situation.? 


1 The negative proposition that statements about facts do not contribute to the solution 
of the problem of the end or ideal, really contains but half the truth about the philosophical 
difficulties of the relation between facts and values. There is a sharp contradiction between 
the world-views involved in approaching human data from the standpoints respectively of 
the intellectual or explanatory interest and of the practical interest, the interest in action. 
(This is true whether the interest in action is taken in the form of personal desire or objective 
value judgment.) The conception in modern thought of a ‘“ theory ” of any subject matter is 
descriptive or positivistic. Positive science excludes any notion of “ real cause,” which is to 
say any notion of activity or initiative on the part of the subject matter treated as cause. But 
in human phenomena, a subject is always in some sense and some degree being acted upon 
by itself. And for social phenomena we have also to recognise group self-action in the degree 
to which the society is “‘ democratic,’ in contrast with a dictatorship, taken in the “* absolute ” 
sense that a single individual would own all the rest of society and treat his subjects as things. 
Thus the difficulty becomes two-fold ; for even individual freedom is to the scientific intelligence 
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In spite of their divergent metaphysical premises, both 
utilitarianism and idealism have a common general conception 
of social action, which is the real essence of each position 
from the point of view here in question, the discussion of 
policy.t In terms of a first approach, the difference seems 
to be, in short, purely metaphysical. Both systems conceive 
of society or the state in terms of law, and of law as the 
expression of a “general will.” The difference has to do 
with the relation between the individual will and the general 
or social will. Idealism defines its concepts in such a way 
that the two are always identical, while utilitarianism, in 
the “moderate” version of liberalism, recognises both 
harmony and conflict.2, The essence of Liberalism was, or is, 
the conception of a legal state with law or legality as a 
moral-religious concept—in spite of the pose of hard-boiled 
individualism—and with absolute and “ sacred” equality 
of all individuals before the law. This equality, moreover, 
holds both in the passive sense of the treatment of individuals 
by the law, and in the active sense of their equal participa- 
tion in “making” the laws (equality of voice or vote). 
Government officials in particular are supposed to have 
no “power” (and hardly any existence) as individuals, 
but to act exclusively as agents of the law, both when they 
enforce law and when they make (i.e., change) laws. This 
includes a theoretically equal voice in the selection of 
officials, and equal opportunity to be elected to office (both 
under the law) through the suffrage of all. Thus ideally 
all political decisions in a liberal state represent the best 
possible compromise between the (more or less conflicting) 


** transcendental,” mystical and unintelligible or simply illusory, but group freedom or self- 
determination is far worse in this respect. 

In addition, liberal social thought has tried to straddle the world views of positivism and of 
individualistic yoluntarism, utilitarianism, economism or pragmatism. These are inherently 
contradictory even between themselves, while both reduce to nonsense any conception of intelli- 
gent group decision in belief or action, because they make discussion, or meaningful utterance 
unreal, And Hegelian idealism reaches by a different route essentially the same impasse 
for thought, as far as human interests and activities are concerned. Its preservation of some 
kind of freedom or initiative for the “ Absolute ” (if it does preserve any) is of interest only 
to the speculative philosopher. (In fact, as far as this writer can see, the role of speculative 
thought itself, as a real activity, as ‘‘ problem-solving,” is just as effectively excluded by the 
notion of the Absolute as it is by that of universal mechanism.) 

1 This refers to one interpretation of utilitarianism, i.e., the ethical interpretation, which is 
just as contradictory to the psychological interpretation as it is to positivism, mechanistic or 
culture-historical. The psychological interpretation, whether in the form of hedonism or any 
purely individualistic conception of motive or interest, lands one in solipsism. 

2 In the more extreme versions of utilitarianism, such as that of Hobbes, the notion of 
primitive antagonism, as a feature of ‘‘ human nature,” is carried so far that there is not much 
left of the unity, or the social nature of man, @ /a@ Aristotle, or @ Ja Hegel. Yet even 
Hobbes’s notion of the primitive contract with a “dictator” (dynasty) for the purely 
negative purpose of preventing the “ war of all against all’”” may be said to preserve some 
vestige of it. 
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interests of individuals—a composite, or centre of gravity, 
or “equilibrium of forces”, force being the form under 
which interests are conceived as operating.} 

Differences between this ideal result and the way things 
work out in practice need not be considered in detail here. 
The “‘ worst’ features of the reality are no doubt two: 
First, the general conception tends to get to be that the 
majority has the “right” to rule the minority, which is 
an utterly different matter than the conception of the 
general will with voting as the best method of ascertaining 
or expressing it. (Also the vote which decides a concrete 
issue need not in fact be a majority, or even a very large 
fraction of the total, and need not be cast with much 
reference to that issue.) Secondly, and perhaps worse 
still, the machinery operates through campaigning and 
partisan organisation designed to influence the electorate, 
and in the nature of the case campaigners use any procedure 
or device which “works,” which brings victory to the 
user. Public political discussion under actual conditions 
very frequently works in the opposite direction from that 
of forming a real intelligent general will or concensus, giving 
rise to hostility, bad blood, and partisanship for the sake 
of partisanship. 

Mere competitive persuasion of the masses is not generally, 
if it is under any conditions, a good test of truth or of the 
real merits of a question. The saving grace of liberalism 
lay in the assumed moral and constitutional commitment 
to minimising the functions of government and the sphere 
of its activity, i.e., to “ freedom ” as the fundamental ideal, 
and the use of coercion negatively for the most part, to 
prevent coercion by individuals and private groups. This 
means using it to enforce the ideal of mutual free consent 
as the basis of social relations, plus only such regulatory 
measures and “‘ public works ” as are not seriously questioned. 
Apart from this ideal, as an accepted constitutional principle, 
the notion of majority rule would probably never have 
been seriously defended by competent thinkers as essentially 
better than other forms of tyranny. 

Turning to consider idealism as a contrasting political 
conception, with “society”? as the unit instead of the 
“individual”, we confront in the first place the rather 


1 The relation between interests in a purely individual, egoistic or selfish interpretation, and 
‘opinions ”’ as to what is “ right” in some objective sense is a question to be mentioned here 
as of the heart of the problem, but one which cannot be discussed at the moment. 
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mechanical but vital question of the definition of “ society ” 
in the concrete sense of physical boundaries. To this question 
there are two main possible answers. The first is to accept 
as ‘given’, once for all, the existing political map of the 
world—divisions and subdivisions !—as it stands, at the 
moment when the question happens to be raised.1_ Now it 
is a glaring matter of fact, however unpleasant, that the 
political organisation of the world, or lack of it, at any 
date in history is a product of the historical processes of 
the past, which present, a mixture of “brute force and 
accident ”, lying and trickery—the “‘ horrid tale of murder 
and spoil, etc.,” of the poet. The result is satisfactory to 
no one who views it with any impartiality. As an ideal it 
would be accepted only by the furious partisan of some 
glutted imperialism which could not hope to get more and 
would be certain to lose rather than gain by any change. 
The question of a possible redefinition of political units, 
a redrawing of the political map of the world, is usually 
discussed in terms of the unity and diversity of “ culture ”’, 
which is the second conceivably possible solution of the 
problem of definition of “society”. But this solution is 
in practice hopelessly ambiguous, whether referred to 
populations themselves and their will to unity or separate- 
ness, or to “‘ experts.” In much of Europe, in particular, 
it would be physically impossible to draw the political 
map in such terms, by any interpretation. The European 
(and African-Islamic-Asiatic) settlement of 1919, after the 
first World War, with the aftermath, renders superfluous 
any detailed discussion of this topic. Besides the vagueness 
of the principle, in relation to the facts, we must also 
recognise that cultural unity and divergence are also, and 
nearly to the same extent as legal boundaries, the product 
of the same largely non-moral or immoral historical forces. 
The position as to “ real” or ideal boundaries of societies 
which is, quite naturally, taken in practice, for the most 
part, is one which mixes or combines the two possible 
solutions in such a way as largely to get the worst conse- 
quences of both. Most of the interpreters are partisans of 
some existing state, and draw the boundaries of that unit 


1 We take for granted the definition of political units primarily in terms of territory, and 
omit any discussion of the exceptions, which are by no means unimportant. The difference 
between the treatment, by states, of citizens by birth and of resident aliens and of travellers, 
and the claims of states over citizens abroad, and their descendants, and everything having to 
do with freedom of movement of men between states,—all these things are rapidly growing in 
importance under our eyes. 
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to include everything actually included at the moment and 
as much more as any plausible historical reason or justification 
can be found for doing. There are hardly any limits to 
the extension of most of the greater states on this principle, 
if one goes far enough back in history (and not too far). 
But in fact the process does not stop even here. The notion 
of “natural superiority”, racial or cultural, is called in 
to support a ‘‘ right ” to include any strongly desired slice 
of the territory and population of the globe “ inferior ” 
in culture, either on the basis of incorporation or of permanent 
retention in a more or less servile status. (Nor is this a 
mere manifestation of wickedness; the problem of back- 
ward peoples is real.) 

* Thus the physical question of the boundaries and the 
inclusiveness of the state merges into the ethical question 
of the nature of the social end which is set over against 
the individual ends (individually judged) of liberalism. It 
is natural to assume that the end of political policy is itself 
political ; and this runs naturally if not inevitably into the 
conception of the end as aggrandisement cf the political 
and/or cultural unit as such. And again, political aggrandise- 
ment inevitably takes chiefly the concrete form of military 
power. A glance at modern history is enough to show 
that in particular the economic policy of states has aimed 
at military strength practically to the extent that it has 
been “‘socialised ’’, i.e., has departed from the liberal ideal 
of allowing each individual to pursue his own well-being 
in his own way, subject only to the principle of mutual 
consent, enforced by law.} 

The considerations just noticed have to do with the 
meaning of society in relation to other societies, or concretely 
with “ international ” affairs. With reference to the internal 
problems of any group, the fundamental issues may again 
be raised by the question “ who is the state? ” but with 
a different interpretation. The crucial fact is that when 
a society has occasion to “‘ speak ” at all—to declare itself 


1 The essential ethical and historical-psychological problem or problems brought to mind 
is (or are) why men wish to preserve and to propagate their culture and political institutions, 
and what is the human right and wrong of culture differences and their preservation, propagation 
or extinction, by various processes in both cases. It is not clear what are the actual desires 
back of the urge to cultural expansion beyond “ material self interest ”’ on the part of indivi- 
duals and groups whose power-status will be improved ; and that, while important, is certainly 
not the main factor. The facts of culture rivalry are especially puzzling, because the basis 
or nucleus of it all is so largely language, and linguistically educated people do not think of one 
language as being substantially superior to another in a utilitarian or esthetic sense, to say 
nothing of moral value. Latin-American nationalism is especially puzzling. But such topics 
would lead far afield. 
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on any matter, internal or external—it necessarily speaks 
through some individual human being, or at most some 
very small group; and when a society acts, either on any 
of its own members or externally, it acts similarly through 
human agents. The tendency in philosophical formulations 
of the idealistic theory is to ignore the social-problem side 
of this whole matter, to explain what happens by assuming 
that a social group acts as a whole and spontaneously, either 
directly in dealing with concrete situations affecting group 
life, or at least in designating agents to act for it. That is, 
the theory tends to abstract altogether from power relations 
within a social group and the problems which these involve. 
(Or if there is a contest, one side is naively taken as repre- 
senting the society, the other as subversive.) 

Now this view is in accord with fact in some divisions 
or aspects of social life, such as language, and social usages, 
in so far as these do take care of themselves “‘ automatically,” 
without giving rise to any recognised problem. In a small 
primitive group, the activities of various kinds, economic, 
religious and “‘ social” in the narrow sense, may be reduced 
to a routine or ritualised to such a degree that this view 
is valid over most of the field of activity. It may even 
hold for the enforcement of the criminal law—if the concept 
of law is taken to apply under such conditions; that is, the 
“law” may either be enforced by “ mob” action (as we 
should call it) or by functionaries selected by ritual and 
proceeding in strict accord with ritual. It is conceivable, 
at least, that in nearly any connection the general will may 
be a plain matter of fact and may present no “ problem ” 
of discovery, interpretation or execution.! 

The idealistic theory of society as an “ organic” unity, 
or “whole”, applies very well, in short, as long as there 
are no problems. A social problem arises out of difference 
of opinion, and/or clash of wills, within the membership 
of a group. A clash of wills, it should be observed, does 
not of itself give rise to a social problem; it does so only 
if there is a difference of opinion connected with it in some 
way—at least as to what “society” is to do about it. It 
is in connection with problem situations that the difference 


r) 


1 ‘The close connection between the idealistic social philosophy and the historical juris- 
prudence and Kultur-Historismus in general is well known ; also its relation to the Romantic 
Movement, with the latter’s idealisation of medieval conditions. ‘The sociology of the ** social 
organism ” should also be mentioned, especially because it was promoted, in a very different 
sense, by the individualists (and positivists) Spencer and Comte. 


E 
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between liberalism and idealism comes to light. Such 
situations have arisen especially in connection with war, 
which resists ritualisation, and with demands for change 
in the law. In the face of a real problem, idealism tends 
to advocate the “ traditional ” solution in so far as one can 
be found; first, in the literal sense of following tradition 
on the concrete issue; and second, when tradition gives 
no direct answer, it tends to emphasise the traditional 
distribution of authority in the group. Thus the whole 
bias and tendency of idealism is conservative, in both the 
natural meanings of the term, adherence to any established 
practice, and leaving all matters of social action or change 
_to the decision of the parties actually established in positions 
of authority. And under conditions where the need for 
action is recognised, the latter tendency predominates, 
meaning that an extreme concentration of power in the 
hands of irresponsible persons as functionaries is favoured ; 
or, in everyday terms, it means aristocracy and monarchy. 

This view finds cogent argumentative support in the 
theory of division of labour. One thinks at once of the 
fable of the quarrel between the bodily members, hand, 
stomach and brain. The doctrine of evolution has contributed 
to strengthen its appeal, especially as to the progressive 
centralisation of control functions in the organism in the 
brain (“ cephalisation ”). Philosophically, or analytically, 
speaking, the issue between aristocracy and democracy 
(idealism and liberalism) is largely a question of the relations 
between knowledge and will, or of their relative importance. 
The social interest is naturally thought of as pertaining 
to the population as a whole. But knowledge, both of the 
precise nature and content of that interest, and even more, 
of the technical means or procedures adapted to promote 
it, is naturally treated as a speciality of selected individuals 
or circles. In practical affairs, the question of the relation 
between individual interest and group interest tends to 
drop out or become “ academic,” the issue being joined on 
the method of determining the best interest of the group 
and its members, which both parties virtually (and ultimately 
no doubt quite properly) assume to be harmonious. There 
is no possible issue on the fact that a group of any size 
must act through agents, officials, including under modern 


1 An undemocratic, traditional, and authoritarian organisation of religion naturally goes 
along with a similar conception of the state, the two being supposed to work together, but with 
one or the other predominating, depending on the ‘‘ school” of idealism which is speaking. 
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conditions the activity of law-making (i.e., law changing). 
Thus the concrete issue becomes that of the “ responsibility,” 
or irresponsibility, of officials, and of concrete means for 
getting officials really to act for the interests of society 
rather than in their own interests, as individuals or as a 
“class.” On this point, there is much to be said on both sides, 
but this essay is not the place to say it, except for one point. 

Our concern is with ethics, and specifically with remedies 
for the basic ethical defect of liberalism or individualism. 
This defect, it will be recalled, has to do with the preserva- 
tion and improvement of culture in those aspects which 
are not adequately taken care of by individual self-interest 
or the interest of the private family, or other private 
or voluntary associations. It is a question of fact and of 
factual analysis to determine what these are, since it is 
presumably admitted that there are moral and social interests 
of many sorts which will in practice be better promoted by 
“society as a whole,” which means the state, or specifically 
the government, than they will be if left to voluntary action 
on the part of individuals and spontaneous free groups. 

At bottom the problem is obviously two-fold—assuming 
that we do not accept a rigid ruling-caste system in which 
the rulers either use the mass of the people for their own 
ends or treat them as little children. First, there must be 
provision for adequate discussion of questions of social 
policy from the standpoint of the ultimate long-run or of 
fundamental values as distinct from individual interests, 
leading to the formation of a recognised general-will. Second, 
provision must be made that the results of such discussion 
shall be carried into effect, as fast as genuine results are 
reached. As regards the first issue, there is relatively little 
difference of opinion that leadership in discussion needs 
to be the work of specialists, of men of “leisure” in the 
sense of freedom from routine economic cares and ability 
to devote their entire energies to the “intellectual life ”’. 
(The relation between this and “ education”, in the narrow 
sense, is a question.) In practice the question has to do 
with the selection of the individuals to perform the function 
of intellectual leadership, specifically whether they should 
be a hereditary class or caste, or a profession recruited 
from the whole population; and if the latter what is to 
be the method of selection, and the method of their training 
and remuneration or support. 
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The final question of application or execution, perhaps 
most crucial of all, is whether the class or group of intellectual 
specialists should have power to effectuate their decisions, 
or should have to act by persuading either political officials 
entirely distinct from themselves, or the masses. These 
questions cannot be discussed here. We may remark that 
the “commercialisation of culture”? is one of the most 
sinister phases of liberalism as it actually works. On the 
other hand, the idealistic alternative to liberalism, while, 
viewed in the abstract, it does seem to offer some solution 
for the weaknesses of the latter in the way of a more adequate 
consideration of those interests of the distant future which 
‘seem to form the content of the concept of group interest, 
yet presents equally fatal weaknesses in practice. In 
particular, as already pointed out, idealism means in practice, 
first, the deification of the state and the interpretation of 
the interests of the state in terms of political aggrandisement 
through military power rather than in terms of cultural 
values ; and secondly, it means either traditionalism or 
authoritarianism in the constitution of the state. 


* * * * * 


A few words are called for in relation to the current 
historical development in the direction of social stratification 
and dictatorial leadership, or “ corporativism”. Super- 
ficially, this presents important differences as compared 
with a traditional-authoritarian system such as obtained 
in the later Middle Ages, the period of feudal monarchy. 
One detail, which will not be gone into here, is the tendency 
of the political state to absorb or even to replace “ the 
church ” ; in reality, this is only a continuation of a tendency 
which has been going on in the national states throughout 
their history, and which, one must say, is a logical develop- 
ment, probably an inevitable one if national states were 
to survive and not give place to a world political order 
corresponding to the teachings of the accepted world religion. 
As to the corporative dictatorship itself, the essential fact 
may be stated in three words: it is new. This means, 
in the nature of the case, that it is not traditional. But it 
does not mean that, from the moment it becomes securely 
established and accepted, it will take the location of ultimate 
political power any less as “‘ given” or a given basis for 
its further extension, than would be true in the oldest and 
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most stable system under any ideology. It is also obvious 
that prior to the establishment of any dictatorial regime, 
in so far as it appeals for popular support, its promoters are 
in essentially the same position as the candidates for office 
under any democratic regime. (In so far as a political coterie 
is struggling to get or keep power through conspiracy and 
force, this of course does not so fully apply.) The special 
feature of the position of a group publicly campaigning for 
dictatorial powers is that they virtually announce in advance, 
to all who are intelligent enough to understand the simplest 
political situation, that once in power they will do as they 
please, as far as they “can”, that the people are being 
asked to write a political “ blank check ” valid for all future 
time. 

It is also in the nature of the case that any new power 
organisation, while it is organising and stabilising itself, 
will present much of the appearance of co-option, on a 
“merit ” basis. In this respect, the most important question 
regarding the new dictatorships—“‘ communism ” in Russia 
as well as “fascism” or national socialism, or whatever 
name any ideological dictatorship may have given itself— 
cannot be answered for a generation or two, at least. That 
is, we cannot tell to what extent, or in what form, such a 
system will settle down into a “class” structure in the 
only proper sense of the word, a stratification in which 
position is determined primarily by birth. On general 
grounds, such a stabilisation is what one would expect to 
happen—as feudal relations and guild privileges tended to 
become hereditary in the Middle Ages. 


B. Marxism 


During the better part of a century—since the publication 
of the Communist Manifesto in 1848—economic reformism 
in the European world has been coming more and more 
to mean the philosophy and movement known as Marxism, 
ostensibly a development from the Hegelian form of philo- 
sophical idealism. As hardly needs to be said, it is impossible 
to discuss it briefly without seeming both superficial and 
dogmatic. This impression will undoubtedly be aggravated 
by the content of what the present writer has to say. For 
the movement presents an especially aggravated case of 
a large part of the world being “out of step with me”’. 
Especially interesting is its relation to Christianity. For 


308 ECONOMICA [AUGUST 


where the latter seems to involve romantic oversimplification 
of a sentimental or moralistic sort, Marxism seems 
romantically immoralistic, destructive, diabolical. Sombart 
has somewhere remarked that Marx was a man of two 
souls, a thinker and a hater; I should say that as a hater 
he was undoubtedly entitled to a very high rank. If the 
gospel of love will not solve our problems we must admit 
the fact and turn from it in sorrow, but we can both con- 
fidently and joyfully reject the gospel of hate.’ Marxism 
is not merely a romantic over-simplification ; it is intellec- 
tually self-contradictory and_ ethically nihilistic and 
monstrous. 

To intellectual analysis Marxism presents two main 
elements or aspects, a philosophy of history and a social 
propaganda; and the two meet and fuse in the highly 
ambiguous doctrine of the class war.? It is hardly possible 
to take the class war seriously as a theory of history, or 
even to form a judgment as to how seriously it was “really” 
taken by Marx and Engels, or is taken by their followers. 
The essential meaning of the notion is obviously its pragmatic 
significance. The class war idea was put forward as a 
theoretical view of what happens; but the aim, conscious 
or unconscious, obviously was to use the theory to make 
it happen, to foment a class war—which of course had not 
previously existed, at least in the desired form and degree, 
or there would have been no occasion for the propaganda. 
What is ominously as well as profoundly significant is that 
human nature and human mentality are such that a theory 
of what does and must happen—and especially such a 
theory of “inevitable victory”, annihilating all opposition 
—will tend to make people act in accord with it, and so 
to bring the facts into accord with it. But this is largely 
the case. The doctrine that social life has been and is a 


1 There is a natural causal connection between these two positions in spite of the superficial 
antithesis. Love for the downtrodden plus superficiality in diagnosis takes the form of hatred 
of the privileged, and belief that their wickedness is the cause of poverty and their destruction 
its cure. There are many Christian Marxists. 

* This sketch will not go into questions of critical interpretation. Marxism, which is like a 
religion in many respects, is so also in this that the problem of what it means is a question of 
orthodoxy, the “ party line”. We shall discuss the materialistic or economic interpretation 
of history and the class struggle as a version of that doctrine, and as an ethical position. If 
Marxism does not mean that, there is nothing that it can be said to mean. For a survey, the 
reader may consult: M. M. Bober, Karl Marx’s Interpretation of History (Harvard University 
Press, 1927); Sidney Hook, Towards the Understanding of Karl Marx (John Day, 1933); Henri 
Sée, The Economic Interpretation of History (Adelphi Co., 1929); E. R. A. Seligman, The 
Lconomic Interpretation of History (Columbia University Press, 1902, 1924); on Christianity 
and Marxism. John Lewis (ed.) Christianity and the Social Revolution (Gollancz, London, 1935, 
1937) 
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war between classes has proved so effective in promoting 
a class war that it begins to seem doubtful whether there 
is an effective preventive, i.e., any effective mode of resistance 
except war, in which other classes will take up the challenge 
of the “proletariat” and its sympathisers and fight the 
thing through to a finish. This is what current history 
seems to show; where the Marxists have shown serious 
strength but without being able to carry through their 
programme for seizure of power, Marxism is being suppressed 
and all the liberties of the masses along with it. 

At the time when the propaganda became active, in the 
later nineteenth century, the social situation clearly was 
not one of class war. But the propagandists hoped to 
develop a political movement of that form, by which they 
would in the first place, of course, ride to power ; afterwards, 
they would (presumably) use their power to effect certain 
political objectives and social changes which they considered 
desirable. The nature of the ultimate programme will be 
briefly noticed later. The interrelations and relative 
importance in the minds of the promoters of Marxism, as 
of any movement, of these two motives—getting power, 
and using power to achieve particular results—it is useless 
to attempt to unravel. 


* * * * * 


Underlying the historical theory of the class war, the 
intellectual basis or content of Marxism is in the first place 
“ dialectical materialism ”. This is a supposedly materialistic 
interpretation of social process, arrived at by inverting 
the Hegelian idealistic or dialectical world-view. There 


would be no point to any extended examination into the 
meaning of “ materialism”. As every student knows, it 


dissolves under critical examination into phenomenalism, 


1 But it would be impossible to overemphasise the fact that such an analysis of the 
relations between individual motive and social purpose, and between both and action, indivi- 
dual or social, would be necessary as a foundation for any significant or genuine social philo- 
sophy. In these essays, there is no effort to go very far beyond demonstrating the necessity of 
such a philosophical viewpoint, through exposure of the self-stultification involved in any 
theory either of positive causality or of purely individualistic voluntarism—which two positions, 
though contradictory between themselves, have both been assumed in the social-philosophical 
literature of modern liberalism. 

The connection in which the psychology of motivation most requires careful consideration, 
but is most neglected, is the motivation of social reformers themselves. Much light could 
undoubtedly be thrown on this psychology by an investigation of the mentality of inventors of 
perpetual motion machines. ‘They usually “ know” that they can produce the general result 
striven for, but are not committed to any particular method to a degree that causes any inclina- 
tion to give up their project when it fails experimentally. 
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sensationalism, conceptualism, or field theory, or some 
sort of non-physical conception of the ultimate nature of 
matter itself. The essential fact is that Marx and Engels 
never gave the matter any competent or serious critical 
examination. What they seem to have meant by it can 
be best expressed by some such designation as naive 
empiricism, positivism or sensationalistic phenomenalism, 

really involving an injunction against any effort at definition 
of content that would go beyond the common sense of the 
man in the street. The crucial matter for practical purposes, 
in line with the general standpoint of these articles, is 
that the position reduces all discussion to nonsense, all 
utterance to noise or physical configuration of some sort. 

The statements of the propagandist himself, like other 
utterance, are also social and historical phenomena. And 
to assert that they are merely the physical effects of physical 
causes amounts to saying that one is not saying anything, 
a self-contradiction which seems to surpass any other 
conceivable example of the species self-contradiction in 
self-contradictoriness.? 

In the second place, the Marxian historical philosophy 
is called “economic”. This concept is so ambiguous as 
to involve confusion of most of the irreconcilable conceptions 
of the nature of social reality which the human mind has 
recognised or invented. On one hand, it may refer to a 
doctrine or thesis that all individual behaviour is economically 
motivated, meaning fully accounted for in terms of use of 
means, or effort to use means, with maximum efficiency, 
in realising given ends. But even this statement is ambiguous, 
since the assertion that men do act in such a way as to 


1 In spite of the absurdity involved in using any form of historical determinism as the basis 
of a propaganda for action, it is obvious to the most superficial student of history and politics 
that the device has proved effective in many hands and in many connections. Confident 
insistence that a course of events is inevitable is typically an excellent procedure for securing 
wide and active support in bringing it about. The election theory of salvation in Calvinistic 
theology is a conspicuous case in point and is especially interesting as an interpretation of 
Christianity widely accepted by the best people and the greatest minds of the “ Christian ”’ 
world, And they have been perhaps the most effective as well as the most active Christianisers, 
from the apostle Paul to Calvin and Knox. Moslem and other Oriental fatalism, with its effect 
upon soldiers, is another case in point. 

In interpreting all these facts, the objective student must keep in mind the ambiguity of his 
own role, or at least face the question whether he really means to be purely objective, or thinks 
also of influencing social change by his own activity asa student. If he wishes merely to achieve 
intellectual clarity—presumably for other members of some intellectual community as well as 
for himself, since otherwise he would not publish his analysis or give any utterance to it—he 
must make conscious and careful provision against exerting such influence, by keeping his work 
a secret outside the circle of ‘intellectuals’ for which it is intended. Publication in any 
society of any discussion of that society and its activities must be expected to have some effect 
on the future course of events, 
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maximise something and the assertion that they attempt 
to do that, and nothing else, themselves belong in two 
incompatible philosophical systems. All treatment of motives 
on the analogy of mechanical forces, tending to establish 
equilibrium (or perpetual oscillations) involves abstracting 
from the factor of possible error, and consequently from 
that of effort, in human conduct and the elimination of any 
problem-solving character and denial of the reality of 
problems. If behaviour is really economic it cannot be 
“perfectly ” economic. It is in fact and undeniably problem- 
solving, which is to say that it involves effort and the liability 
to error. Any other conception, excluding effort and error, 
destroys its economic character and is clearly untenable. 
The third meaning which the concept of the economic 
has, or is assumed in Marxism to have, is a form of historical 
causality, or historical law, or cultural positivism. This is 
a conception of cause and effect in cultural phenomena 
as such, without reduction to physical terms on the one 
hand, or to psychological terms on the other—i.e., without 
ascribing human conduct to motivation of any sort. This 
third meaning forms the natural and best interpretation 
of historical dialectic. It is the sort of methodological 
assumption ordinarily made in the study of linguistic change, 
and of which linguistics furnishes the best example. Languages 
are supposed to change in accord with their own laws of 
change and the changes are explained when the laws are 
discovered and stated. And the same interpretation can 
be applied to law, and other social phenomena. Marxism 
applies it first to ‘‘ economic” process—somehow defined, 
or left undefined; it then explains other phases of the 
historical process by treating the ‘“‘ economic” element or 
factor as an independent variable or cause, which proceeds 
thus in accord with its special laws and controls all other 
elements in the historical process as dependent variables or 
effects. As to the meaning or content of the economic 
element itself, it would seem that the best interpretation of 
the Marxian conception is to take it as meaning technology, 
in an inclusive sense, and to view the whole position as a 
technological interpretation of history. This view cannot 
be derived conclusively from the writings of Marx and 
Engels, which do not indicate any one view unambiguously. 
But it seems to be more defensible than any other interpreta- 
tion. A technological interpretation, again, amounts to 
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looking at history in “ Darwinian” terms, and accepting 
a theory of biological determinism. At the human level, 
biological efficiency as a variable may be considered to be 
a matter of technology, and historical change viewed as 
the “survival of the fittest” in a competition between 
groups on the basis of technical efficiency, taking account 
both of growth in numbers and of military superiority.? 

Darwinism, in turn, is ordinarily thought of in terms 
of “‘natural selection” in a “struggle for existence ”’ ; 
and this struggle may verbally suggest the class struggle, 
or war, of Marxism, already referred to. But a little reflection 
will show that if Darwinism is made to support a culture- 
positivism interpretation of history, in the way just indicated, 
it cannot at the same time support, or even leave room 
for, a class-struggle theory. A criticism of the class-struggle 
concept requires consideration of the two notions, struggle 
and class. The first question is, how far and in what sense 
human history is an affair of struggle at all, as opposed to 
co-operation, or some other form of motivation, or of 
unmotivated action. Now the concept of struggle is really 
a new theoretical category of behaviour entirely distinct 
from all those hitherto mentioned, and in addition is itself 
a highly ambiguous notion. It clearly cannot be reduced 
to cultural positivism or “dialectic”, although that is 
the meaning which must be given to it in the connection 
just considered. If it is a positive category it is not struggle 
in the meaning of ordinary usage in connection with war 
or any contest between human beings, whether individuals 
or groups, for this is or involves purposive behaviour, and 
at a very high level of complexity. 

The notion of biological struggle, either against the 
environment or as “competition” with other species, is 
very difficult to interpret. We raise the whole question of 
the nature of biological phenomena and of evolution in 
particular.- It seems to be impossible to think of the facts 
entirely apart from some idea of struggle and competition. 
But it is competitive in a sense in which competition is 
completely foreign to the behaviour of the economic man, 
and which yet is essentially teleological, and not reducible 
to positive process. In any event, the class struggle, if it 
is to serve the purposes of the Marxian interpretation, must 


1 This interpretation seems to be advocated, for example, by the American Marxist 
A. W. Calhoun. See his review of M. M. Bober, Karl Marx's Interpretation of History, American 
Economic Review, Vol. 18 (1928), pp. 275-6. 


1939] ETHICS AND ECONOMIC REFORM 313 


be taken in a sense categorically different from both. This 
must be a real fight. It is competitive in a far deeper sense 
than is, for example, a foot race. In the first place, it is 
like those games in which it is as much a part of the player’s 
objective to impede and thwart the efforts of his opponent 
as it is to achieve his own positive aim of “scoring”. But 
there is a third degree of difference from individual economic 
effort which itself, in so far as it is economic, is not competitive 
at all in the psychological sense. The Marxian class struggle 
is not merely a duel @ outrance but is a duel without rules 
of any sort. There seems to be no intellectual bridge between 
such a notion and any form of historical determinism. 

This brings us to the second element in the class struggle 
notion, that of classes, social or economic. But any effort 
to define the notion of class and to identify classes, as 
defined, in any actual historical situation, will make one 
more than hesitant in treating historical conflict as a class 
struggle. In history, both individuals and groups in infinite 
variety of kinds, and changing in character almost from 
hour to hour, are constantly pitted against each other on 
an infinite variety of issues. And very largely there is no 
issue at all except the struggle for power for the love of 
power or even, in no small degree, for the love of struggle, 
or of victory. 

For one thing, a matter of detail but fatal to the theory, 
if a class struggle or war is to be realistic, the lines must 
be drawn between two factions; even a three-cornered 
war is hardly thinkable. A final or crucial struggle must be 
between those who are “ for ” and those who are “ against ” 
something or other, some leader or programme of action. 
On the political arena, to be sure, there may be manceuvring 
and jockeying for power among a number of conflicting 
parties or positions, apart from any issue except that of 
power itself. But the effort to interpret any important 
historical struggle, especially in modern history, in terms 
of classes and class interests seems to reduce the idea to 
absurdity. Political parties do not correspond to classes, 
and neither does the line-up on particular issues. And this 
is a most fortunate and praiseworthy circumstance. For 
if political divisions did take place on the lines of particular 
but conflicting economic interests, or of sharply conflicting 
social philosophies, it is hardly conceivable that free society 
could continue to exist. In other words, the result would 
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be a real class war, in which some class would win and all 
others would cease to exist, politically at least, if not 
physically. 

Before leaving the intellectual confusions of Marxism 
and turning to its ethical aspect, and particularly the 
ethics of the class struggle theory, we may repeat once 
more our main point in this whole discussion of the ethics 
of reform. It seems to be a first and “‘ absolute” requirement 
for any ethical discussion that it rest on philosophical 
premises implicit if not explicit, which make discussion 
possible, meaningful. But all the interpretations of the 
economic interpretation which have been mentioned have 
the characteristic in common that they violate this elementary 
requirement ; they all make all social discussion of social 
policy unreal. Every one of them embodies either some 
form of positivistic premise or some form of egoistic voluntar- 
ism. And if anything whatever is self-evident, it is surely 
self-evident that the members of a group cannot carry on 
a discussion of group policy using exclusively propositions 
beginning either with “in fact ” or with “I want”. There 
must be recognition of some “‘ objective value judgment ” 
recognition that questions of policy for the group are problems, 
and have better and worse solutions. In so far as any dis- 
cussion on the basis of any of the philosophical positions 
so far considered is thinkable at all, it is thinkable only in 
and for an intellectual community completely segregated 
from the society whose phenomena are the subject of the 
discussion, and the phenomena must be regarded as presenting 
problems only in the sense of intellectual problems for the 
discussion group, not problems of action for the society 
itself. This hypothesis would raise the philosophical question 
whether it is possible to believe in the reality of a discussion 
group without believing that other societies, taken in 
relation to other phases of activity, have the same funda- 
mental character to some extent, i.e., that in human society 
in general problems of action are to some extent settled by 
real discussion. 

If discussion itself is mechanically or culturally determined, 
or if it can be adequately accounted for (causally) in terms 
of individual interests alone, whether these are thought 
of as being essentially economic or of whatever kind, then 
discussion simply ceases to be discussion. The completely 
candid Marxist would have to begin every statement with 
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the observation that the noise he is about to make is to 
be regarded as the effect of appropriate causes, or (really 
also, at the same time) that the proposition he is about to 
utter is purely an expression of certain (economic) interests 
of his own ego. Even this is not the whole story. A slightly 
more persistent and penetrating philosophical critique would 
show that without both individual problem-solving and 
real discussion between individuals, it is impossible to 
believe in facts, in the plain man’s sense, to say nothing 
of the facts and principles of science; utterance itself 
becomes unreal and illusion an illusion. Ultimately there 
is no categorical difference in intellectual status or objectivity, 
in the general sense of validity or verity, between judgments 
or statements of fact and judgments or statements of value. 
Truth itself is finally a value, and the will to believe the 
truth, rather than anything else that one might for any 
other reason wish to believe, is the foundation of all morality. 

Before we can take up the ethics of the class struggle 
theory, we have further to note that the theory violates 
the premises of its general position by its conception of 
classes. These are taken as given, as real, but as purely 
self-seeking entities, though without moral principles of 
any sort. They are unified by pure individual self-interest 
or some purely unconscious force. The Marxian economic 
class carries to a higher power the inherent unreality of the 
economic man. In the first place, given such classes, if 
any one of them entered into negotiation of any sort with 
any other, the activity would necessarily be regarded as 
purely a technique of manipulation, or essentially of combat, 
to be employed only when and as it should seem likely to 
be more effective or “cheaper ”’ than any other procedure, 
and to be categorically dropped and all past results ignored, 
the moment these conditions ceased to apply. No agreement, 
commitment or promise made by such a class would have 
the least validity, and no statement it might make would 
have any status as truth. As Kant pointed out, if assertions 
and promises are recognised as having this character, they 
cannot be either effective or meaningful; the very notion 
is a self-contradiction. Negotiation in such terms can be 
meaningful only as deception; but the Marxists make this 
impossible by openly declaring their position in advance. 
The clear implication is that the only rational procedure 
is a literal fight or war from the outset, one which recognises 
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no rules and gives no quarter. Any utterance is a pure 
inanity, unless possibly of the nature of a war-cry intended 
to terrorise and unnerve the enemy, or to heighten the 
courage and energy of the partisans by and for whom it is 
employed. 

In the second place, it should be superfluous to elaborate 
upon the absurdity of the notion of an economic class. 
The historical unreality of the category, already pointed 
out, is no mystery. It is as impossible for a social class, 
containing a minimum of two individuals, to be perfectly 
homogeneous in interests as it is for a society in any sense 
whatever. That is, there are “class ” distinctions within 
any class, different in degree at most from distinctions 
between classes. Any group which is able to hold together 
and to function in any way as a group must be unified either 
by moral ideals or by a possible predominance of a common 
interest in the attainment of some very specific objective 
over the conflicting interests of the members. It cannot 
be held together by literal force, unless it is composed of a 
single individual possessing sufficient power in some form 
to dominate all others, who must be weak enough and few 
enough to be so dominated, both individually and in any 
combination which they are able to effect. For any ruling 
group or power group is again a society, necessarily more 
or less heterogeneous and with its own conflicts of interests. 
Under realistic conditions, the only possible common interest 
which, apart from some ethical unifying force, is conceivably 
able to predominate over divergent individual interests, is 
the conflict interest, a “war” against some other group 
or groups. And this is in conformity with the Marxist 
conception itself. What is overlooked, or purposely not 
mentioned, is the obvious fact that if any such combat 
group succeeds in its objective of destroying the enemy 
power, it must either in turn be held together by-.the interest 
in keeping power and exploiting the defeated enemy or 
it will immediately disintegrate along some lines into new 


groups or “classes”? of some form, struggling for power. 


* * * * * 


We come now to the ethical ideals of Marxism, its critique 
of existing society and its programme of social change. 
Viewing it as a social phenomenon, and ignoring, as we have 
to do to consider it in that light, all its fagade of philosophical 


1939] ETHICS AND ECONOMIC REFORM 317 


hocus-pocus, we find an interesting variant on the not 
uncommon theme of romantic destructionism. Its philosophy 
of social action reduces to a variety of the doctrine popularised 
if not invented by Rousseau, that men are naturally good 
except as they have been corrupted by society and its 
institutions, but that these are entirely wicked, and, con- 
sequently, the formula for the reform and regeneration of 
society is to destroy its institutions. The advocates of 
such a programme are oblivious to the fact that to destroy 
social institutions would be to destroy society in any possible 
human sense. They are victims of a naive theory of social 
contract, according to which all social arrangements have 
been thought out, discussed and agreed upon, and con- 
sequently are subject to change, without limit as to extent 
or speed, by the same process. The view is completely 
unhistorical and essentially fantastic. There is no need 
to deny that men have any power at all to change their 
institutions ; but it is certainly limited with respect both 
to the amount and the kind of change which is even 
“possible ” for any society at any time, to say nothing of 
costs. To any competent mind, dissatisfaction with existing 
institutions should suggest as the first question the critical 
formulation of ideals, and then, and not really separable, 
the possibilities, methods, and costs of change. 

The contribution of Marxism to this theme is its discovery 
and identification of a particular supposed source of social 
corruption. This of course is that some selfish “class”’, 
varying more or less in character through history, has taken 
possession by “force”, in some form which is left un- 
analysed, of the virtuous masses of society as a whole and 
is “exploiting”? them for its own purposes. The recipe 
for salvation through destruction in our own day therefore 
takes the particular form of “ liquidating” the class which 
is said to be performing the role of devil in modern European 
civilisation, namely the “ bourgeoisie”. All political opposi- 
tion to this programme is assumed as a matter of course 
to derive from the bourgeois class itself, either directly or 
through paid agents or dupes. (Non-Marxist economists 
are allowed to hover more or less between these two classifica- 
tions, paid agent and dupe.) . 

What is really significant about such a theory is the 
fact that it is taken seriously, and not only by its proponents 
and by the masses, but even by so many students of recognised 
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competence and presumptive freedom from conscious and 
crude political bias. As already remarked, this acceptance 
of the class-struggle programme is highly indicative as 
to the prospect of intelligent and moral political action 
by human beings. It not only does not seem to occur to 
the masses, or to the intelligentsia, who are taken in—to 
say nothing of the propagandists themselves—that the 
allegation of selfish interest which is glibly pinned on the 
opposition applies even more obviously to the promoters 
of the class war themselves. They are assumed to be free 
from any taint of self-interest! They are merely soliciting 
for themselves the role of absolute monarch over their 
country and the world, or of some satisfactory position at 
court or in the administration—the details to be worked 
out after the revolution. Their devotion to society and 
to humanity is so great that they offer to serve in the highest 
capacity, up to the unconstitutional imperatorship of the 
world. 

The doctrine itself—that all that need be done in order 
to awake the next morning in, or on the way toward, an 
idealistic Utopia is to destroy the admittedly crude and 
imperfect civilisation which the race has developed through 
history thus far, by destroying its institutions and power 
relations and turning over all power to the promoters of 
the destruction for the purpose of reconstruction—has 
an evident if mysterious appeal to elemental human nature.? 
How such propaganda, and the romantic appeal of destruction 
in general, is to be effectively combated, is perhaps the 
most serious of practical social problems. And the most 
serious as well as most puzzling phase of this situation is 
that in their manners and conscious intentions the promoters 
are for the most part “nice people’’, and ‘ honourable 
men ”’, and will readily, and often artistically, “‘ with reasons 
answer you.” Not only that; they are morally earnest, 
even to a fault—in fact, to a degree which makes it a serious 
ethical problem whether moral earnestness can be assumed 
to be a virtue at all. For in a plain factual appraisal, what 
they are doing is more catastrophically evil than treason, 
or poisoning the wells, or other acts commonly placed at 
the head of the list of crimes. The moralisation of destruction, 


' Marx probably did not teach exactly this extreme form of revolutionism, and his followers 
have tended away from it to a considerably different position, especially with the rise of modern 
communism, as will be noted presently ; but the fact does not invalidate the substance of this 
paragraph. 
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and of combat with a view to destruction, goes with the 
kind of hero-worship that merges into devil-worship. Such 
phenomena show that human nature has potentialities 
that are horrible, in full match for all those which are noble 
and fine. Which qualities spring the more from original 
nature and which from social institutions is a question of 
little meaning. Man is a social animal, a product of history. 
All that is good in him is obviously a reflection of social 
discipline and the product of the age-long travail through 
which has developed that civilisation which our romantic 
destructionists propose to sweep away by violent revolution. 

As suggested above, Marx himself (or Marx-Engels) did 
not unambiguously expound any doctrine of an immediate 
and complete establishment of the ideal Utopia through 
a single revolutionary act. At least as early as 1852, he 
began to make vague references to a “ dictatorship of the 
proletariat’ as a transitional stage between capitalism 
and ideal socialism or communism. As the professed followers 
and interpreters of the highest recognised authority in the 
Marxist parties have never reached any agreement as to 
the concrete meaning either of this transitional state or 
of the perfected stages which follow it, or the process of 
transformation, there would be little point in the present 
writer setting forth any extensive speculation on these 
matters in the present essay. In fact, he makes no pretence 
to extensive Marxian scholarship or to any of the qualifica- 
tions required for achieving an authoritative position in 
this particular branch of exegetics. On the basis of an 
admittedly brief and unsympathetic study, it would appear 
that what is really meant by the revolution is simply the 
seizure of political power through a coup d’état on the part 
of the leadership of some working-class party. And the 
dictatorship of the proletariat would be the dictatorship 
—over the proletariat and not by it, as well as over anyone 
else whom they might choose to allow to continue to live 
—of these same people, and their successors in the positions 
of power, however the latter might come to power, as long 
as they called their system by that name and were able to 
“get away with it”. The ultimate “classless” society 
has never been described in the least detail. It is simply 
the bright vision of an anarchist Utopia, a society in which 
there are no problems or issues, especially economic issues, 
on which people at all seriously disagree. This is the only 
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meaning which the writer can attach to such slogan-phrases 
as, the withering away of the state, the administration of 
things without authoritative control over men, and production 
for use and not for profit. Historically most notable is the 
fact that in Russia the dictatorship has not only become 
progressively more dictatorial over everybody, and more 
ruthless, and less equalitarian, but has obviously tended 
more and more to put off to the Greek Kalends the removal 
of the sends and establishment of the classless com- 
munistic society.} 

In extenuation for Marxists—though hardly for Marxism 
—it would be possible to bring forward a tu quoque. (This 
famous “argument ” has an embarrassing way of seeming 
to provide a sort of defence for the advocates of any position, 
however bad, morally or intellectually !) At least it should 
be understood that there is practically nothing in Marxism 
which is not either copied from or equivalent to older 
contemporary doctrines and widely regarded statements 
of position.2 The Marxist ethical doctrine—meaning (a) 
anti-ethics or ethical nihilism, absolute egoism or moral 
solipsism—is identical with the theoretical position of the 
early. nineteenth century utilitarians, who were practically 
the classical economists under another name. For this 
"purpose it does not matter whether we consider the utilitarian 
position to be that of psychological hedonism or give any 
other theory or interpretation to the actual content or 
‘object ” of individual desire. The other form of ethical 
nihilism. which is represented in Marxism, namely “ dialectical 
determinism ”, has already been shown to be practically 
identical with positivism, in the sense of culture-historical 
positivism, which was the “first philosophy ” of nineteenth 
century liberalism, usually combined, to be sure, with egoistic 
voluntarism, in spite of the fact that the two are palpably 
contradictory. 


1 The main texts from Marx and Engels (and Lenin) bearing on the topics mentioned in this 
paragraph are to be found in Lenin’s State and Revolution, and Critique of the Gotha Programme 
by Karl Marx (ed. C. P. Dutt); N.Y., International Publishers, 1932 and 1938. 

2 In this essay, we have had no occasion to refer particularly to the “ economic theory ”’ of 
Marx, because it seems to have—or to be especially conspicuous for having—nothing at all to 
do with the problems of social action or change. Of course it does pretend to afford a “‘ proof ”” 
that all income except wages (at same level) represents ‘“‘ exploitation” of the workers. But 
since Marxism itself makes no pretence of defining exploitation, and cannot possibly give it any 
meaning which is at all consistent with the other features of its general philosophical position 
in any of their possible interpretations, this may be passed over as a detail. In any event, 
practically all the elements of Marxist pseudo-economic analysis, and especially those which 
are most screamingly absurd, could have been copied out of Ricardo or other acknowledged 
authorities on the Ricardian economics who wrote before the publication of the “ Critique of 
Political Economy ” in 1859, in which Marx’s system may be said to have taken on something 
like its final form. 
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Of course this line of argument “ defends” Marxism at 
the cost of the complete sacrifice of his originality. If there 
is any main element in Marxism which is new, to any 
substantial degree, it is the class struggle theory. That also 
is well known to every student to have a long history prior 
to Marx, but the Marxian version of it may perhaps be 
defended as substantially different. In any case we are 
not concerned here with the details. 


* * * * * 


In a recent pamphlet entitled Warning to Europe, Thomas 
Mann refers to the bitter thought that to a degree the crisis 
in which European civilisation finds itself is the consequence 
of the fact that the nineteenth century was too generous 
to the masses. Perhaps it might be said in defence, or 
extenuation, that the liberal reformers of the nineteenth 
century did not allow for the fact that members of the 
cultured class itself would make careers for themselves 
by preaching to the masses the annihilation of the cultured 
classes and their culture, as the way to a just, humane and 
more highly cultured order of things; or perhaps they 
did not allow for the readiness which the masses would 
show in listening to such preaching and following it. Pro- 
claiming to the unfortunate and under-privileged that: 
workers have no stake in civilisation, “ nothing to lose but 
their chains” and “a world to win” through “ violent 
revolution sweeping away all former social order”, was a 
political technique to which the naive Victorians perhaps 
did not think responsible men would stoop, or thought 
that, if one occasionally might do so, no considerable number 
of sane men, though uneducated, would listen receptively. 
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Currency Devaluation and Public 


Finance, 1929-1937 


By J. K. HorserieLp 


Section I—InTRODUCTORY 


1. The purpose of this paper is to study the nature of 
the influence exerted by currency devaluation on the finances 
of Central Governments throughout the world during the 
period 1929-37. The treatment is throughout qualitative, 
not quantitative, and nothing more than broad generalisa- 
tions are attempted. In particular, the different mechanisms 
by which devaluation has been introduced or buttressed 
are necessarily ignored. Indeed, the term “ currency 
devaluation ” itself is taken in a sense rather wider than 
the strict one. It will be regarded as including not only 
the de jure reductions of the gold value of currencies (e.g., 
Belgium, 1935), but also de facto adjustments of a similar 
nature (e.g., United Kingdom, 1931). 

2. In the Tables which follow, the year in which 
devaluation took place is marked by the figures being 
shown in heavy type. This date is, of course, quite clear 
only in the comparatively few cases where the readjustment 
has been instantaneous. For the purpose of this paper 
it has been taken as that at which the first marked fall 
in the gold value of the currency occurred. It should be 
noted that results appearing in the year of devaluation 
are more likely to be substantial if it was effected in the 
early, rather than the later, months. Comparison of the 
short-run effects in different countries must therefore be 
undertaken with care. 

3. The period chosen for survey excludes the devaluations 
following the post-war currency collapses. It does not 
therefore provide any instances of the difficulties of public 
finance in such periods, but is concerned only with the 
relatively minor effects of limited adjustments. On the 
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other hand, the years 1929~1937 cover practically a complete 
trade cycle, and it will become apparent that this is an 
important consideration. 

In addition to this limitation of period, the survey has 
been restricted by excluding currencies manipulated by 
extensive and continuing exchange controls. Nevertheless, 
a wide range of countries is nominally available for examina- 
tion, since there is scarcely any currency in the world which 
has the same free gold value now as in 1929. Unfortunately, 
however, the range within which useful selection can be 
made is not only far smaller, but falls seriously short of 
what is desirable. Ideally, figures should be studied for 
each phase of the trade cycle for countries representing 
all possible types, but this would necessitate a much larger 
number of examples than is available at all, and a very 
much larger group than that for which adequate figures 
are forthcoming. 

The selection in the following Tables has been governed 
largely by the accessibility of the desired figures ; but where 
these were widely obtainable, currencies have been chosen 
to illustrate as large a range of trade cycle phases and of 
types of countries as possible. Countries have been omitted 
whose experience does not differ informatively from that 
of some fairly typical one; whilst others have had to be 
pressed into service as being the nearest available approach 
to a typical example of some otherwise unillustrated group. 
For purposes of comparison, the figures for Poland are 
also given—this being the only major country which neither 
devalued during the period nor (until 1936) utilised exchange 
control. 

Figures have not been shown beyond 1937, even in the 
few cases where they are available, since the change in 
the trend of world trade makes them misleading rather 
than helpful after that year. Very little can therefore be 
done towards studying the results of devaluation in the 
later years, and especially after the break-up of the gold 
bloc in 1936. However, in these cases the more significant 
statistics are those which show the results of delaying 
devaluation, which can to some extent be deduced from 
earlier years. It is also possible to include an official estimate 
of the consequences of devaluation in one country (Belgium) 
where this was undertaken in 1935. 

5. The statistical approach adopted must necessarily 


gras ECONOMICA [AUGUST 


suffer from the impossibility of discovering what would 
have been the position of a country if it had not devalued 
when it did. In certain cases, however, comparison is 
possible between countries of similar economic structure, 
devaluing at different dates. Divergent trends detected 
in such countries during the intervening period may plausibly 
be attributed, cet. par., to the effects of devaluation. This 
has been the method here adopted. 

6. Monetary measures may be expected to affect the 
budget in two ways: directly by increasing or reducing 
certain Government receipts. and commitments ; indirectly 
by increasing or reducing taxable capacity. These con- 
sequences will show themselves with various lags according 
to their nature and to the rapidity with which (for example) 
tax-yields reflect changes in the national income. 

Section II is therefore devoted primarily to an examination 
of changes in taxable capacity, and incorporates also a 
comparison between currencies devalued to different degrees. 
Section III studies gold reserves, Government debts and 
general budget figures. In Section IV, devoted to con- 
clusions, an attempt is made “to point the moral and 
adorn the tale ”’. 


Section I[]—TaxasiE CAPACITY 


7. The principal task of this Section is to summarise 
the course of business in relation to Devaluation. Table 1 
therefore provides indices of industrial production and 
of employment for a representative group of countries. 
Subsidiary indices have also been examined, showing the 
production of investment goods and of consumption goods 
separately. The former is important for its bearing on 
the multiplier, but in trend these subsidiary indices do not 
differ appreciably from the combined index, and they have 
therefore not been reproduced. 

8. Since for agricultural countries indices of production 
are uninformative, these are supplemented in Table 2 by 
statistics of the value of exports and imports year by year. 
Prices, though of equal significance, are more difficult to 
study owing to the absence of adequate indices. However, 
Table 3 brings together the cost-of-living and export prices 
of a number of countries. The former reflect the levels 
of internal costs, and also incorporate import prices; they 
therefore approximately indicate the impact of business 
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influences, at home and abroad, upon the country’s internal 
economy. The impact of world trends upon the export 
industries is suggested by the export price index. 

g. Tables 4 and 5 are devoted to an attempt to elucidate 
the importance of the relative degree of devaluation in 
different countries as an influence upon their respective 
experiences. The former briefly summarises the extent 
of devaluation in the world as a whole, and the latter 
compares the corresponding figure for each of 1§ countries 
with the fluctuations in its share of world trade. 


TABLE I. 
INDICES OF INDUSTRIAL PRODUCTION AND THE GENERAL LEVEL OF EMPLOY- 
MENT (1929 =100). 


Calendar Years. 


1937 

Canada . 99 
Empl. A 96 

Finland .. .-| Prod’n. 149 
Empl. B 109 

U.K. <a .-| Prod’n. 124 
Empl. A 112 

Greece .. ..| Prod’n. 100 I5t 
Estonia .. ..| Prod’n. | roo 139 
Empl. B. | 100 145 

ESTAS aes ..| Prod’n. 100 92 
Empl. B. | 100 95 

Czechoslovakia Prod’n. 100 96 
Empl. A. | 100 go 

Belgium .. ..| Prod’n. 100 94 
Empl. C. | 100 88 

Holland .. ..| Prod’n, 100 gi 
Empl. C. | too 78 

Latvia .. ..| Prod’n. | 100 156 
Empl. A. | 100 116 

Poland .. .-| Prod’n. 100 109 
Empl. A. | 100 88 

World (ex. USSR)| Prod’n. 100 102 
100 


» (16 C’tries) 


Types of Employment Index :— 
A = Numbers employed (excluding Agriculture). 
B= st _ (Manufacturing only). 
C = Days worked during month (excluding Agriculture). 
SOURCE: League of Nations, Statistical Year-Book. (Production Index for Poland from 
Monthly Bulletin of Statistics, October, 1938.) 
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The Section concludes with a brief reference to taxable 
capacity arising otherwise than from current business. 

10. It will be seen(Table 1) that the quantum of industrial 
production shows an upturn in nearly all the countries 
quoted after 1932, which year represented the lowest point 
in the depression for the world as a whole. This is true, 
for example, of Canada, Greece, Estonia, Italy, Belgium 
and Holland, despite the fact that devaluation took place 
in these countries in 1931, 1932, 1933, 1934, 1935 and 1936 
respectively (Italy not given in the Table). It is also true 
of Poland, which did not devalue at all. The only exception 
shown is Czechoslovakia, a special case to which further 
reference will be made in the sequel. 

As regards employment, 1933 also marks the upturn 
in the world aggregate, and in most of the individual countries. 
In Canada there was an apparent lag of a year, but if monthly 
figures had been taken it would have been seen that recovery 
actually began in 1933. In Holland the persistent decline 
in employment until devaluation actually took place was 
due to the agricultural restriction schemes, discriminating 
against labour-intensive crops. 


TABLE 2. 
VALUE OF MERCHANDISE EXPORTS AND IMPORTS (EXCLUDING BULLION) 
IN MILLIONS OF NATIONAL CURRENCIES. 


Calendar Years. 


1931 1933 | 1934 | 1935 | 1936 | 1937 


40 47 46 56 65 
25 31 36 44 56 


Country. 


New Zealand | Exp. 


Denmark 1163} 1175] 1213] 1327 | 1541 

1225 | 1307] 1287] 1442 | 1642 

Sweden 1079 | 1302] 1297] 1514] 1994 

1096 | 1305] 1476] 1633] ani 

Yugoslavia 3378 | 3847 | 4029 | 4376 | 6272 

2823 | 3482] 3603] 3984 | 5148 

Estonia 46 69 80 83 106 

39 55 69 87 II 

Czecho-— 5842 | 7267] 7396] 7996 | 11953 

slovakia . 5799 | 6849 | 6716] 7894] 109665 

Belgium— 14032 | 13540 | 15786 | 19525 | 25394 

Luxembourg 14822 | 13703 | 17112} 21299 | 27257 
Latvia 


81 85 99 188 261 
g! 95 IOI 124 230 


SOURCE :—Statistical Year-Book. 
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The inference to be drawn from Table 1 seems to be 
that the trade cycle was in nearly every case of much greater 
importance than devaluation in influencing fluctuations in 
the taxable capacity of industrial production. This con- 
clusion is supported by studies (not here reproduced) of 
the trend of bank clearings and of the average yield from 
industrial shares. It is proposed, however, to defer deductions 
until Section IV, and at this stage merely to bring out the 
salient points of each Table. 


TABLE 3. 
INDICES OF THE COST OF LIVING AND OF EXPORT PRICES 
(1929 = 100). 


Calendar Years 


1933 | 1935 | 


Index] 1929 | 1930 | 1931 | 1932 


Australia .| C/L | 100 95 85 81 78 81 83 85 
E/P | 100 76 53 53 52 79 85 
Denmark .| C/L | 100 95 89 89 g2 Ioo | 104 
E/P | 100 89 70 61 73 gl ? 
U.K. | C/L | 100 | 96 | 90 | 88 | 85 90 | 94 
E/P | 100 95 85 80 78 80 86 
Yugoslavia as) CIE 1100 gI 84 15 65 61 65 
E/P | 100 88 77 58 56 65 ? 
Estonia ..| C/L | roo 89 85 80 15 84 89 
E/P | 100 82 7° 52 58 70 ? 
U.S.A. ..| C/L | 100 97 87 78 15 85 88 
E/P | 100 89 69 59 62 76 80 
Czechoslovakia .| C/L | 100 98 93 92 9! 93 94 
E/P | 100 94 79 72 ? ? ? 
Belgium | C/L | 100 | 104 | 93 84 | 83 85 92 
E/P | 100 87 69 56 57 68 89 
Latvia (1930 = 100) | C/L ? | 100 gI 79 76 13 79 
E/P | too 88 66 49 44 58 ? 
Switzerland .. --| C/L | 100 98 93 86 81 81 85 
E/P | 100 94 84 74 68 67 2 
Poland | C/L | 100 | 92 | 82 | 74 | 67 58 | 62 


SOURCES :—Cost of Living: Statistical Year-Book. 
Export Prices: Review of World Trade (except: Belgium, from the Bulletin 
de l’Institut de Recherches Economiques; this refers to Industrial prices only). 4 
11. Table 2 has been limited to countries in which gold 
movements are not significant in relation to the values of 
merchandise exports, thus excluding any confusion between 
exports of newly-mined gold and capital transfers taking 
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the form of bullion’. While the result is to confine the 
Table to a small number of countries only, it is sufficient 
to show how marked was the fall in the value of exports 
throughout the world during the slump. (See also Table 4, 
below.) The reliance of most of the countries shown on 
their export industries, though not uniform or constant, 
is considerable. Hence the decline in their exports is a 
significant indication of the fall in their national incomes, 
which is borne out by the corresponding decline in imports. 

Here also the upturn took place after 1932 for the majority 
of countries, but not—a significant fact—for any of the three 
which deferred devaluation until after 1933. The difference 
between this result and that of Table 1 lies, of course, in 
the fact that in these countries prices were still falling. 

12. The export prices in the above table, originally 
estimates, have been rendered additionally approximate by 
being converted from the base 1927=100 (Belgium and 
Latvia, 1930=100). All prices are expressed in national 
currencies, and the continued fall after devaluation is thus 
doubly significant. The price of exports from Australia 
was, €.g., in 1931, only 53 per cent. of their price in 1929 
(annual averages), despite the fact that in 1931 this price 
was expressed in pounds which had themselves fallen 28 per 
cent. in relation to gold and 22 per cent. in relation to the 
f£ sterling. Similarly, imports into Australia from the 
United Kingdom cost nearly 30 per cent. more in 1931 than 
in 1929, and yet the cost of living declined 15 points over 
the same period. 

The fall in export prices was heaviest, of course, in primary 
producing countries, but the consequent decline in their 
ability to import must have affected seriously the exporting 
industries elsewhere; and since prices fell less in other 
countries, quantities may well have fallen more. The 
relative effects on taxable capacity are. problematical. 


TABLE 4. 
WORLD EXPORTS. 
A. InpDEx oF VALUE (1929 = 100). 


(1) In Gold. 


(2) In National Currencies. 


1 The gold exports were, of course, stimulated after 1929, first by falling costs and later by 
the increased price of gold due to devaluations, 
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B. AveraGE DEGREE oF DEPRECIATION From Gotp Par oF CurRENCcIES IN WuicH WERE 
Sotp THE FoLttowinG CiassEs oF Exports. 


Foodstuffs af x a ae 
Raw materials and semi-manufactures .. 
Manufactured goods.. 

ALL EXPORTS 


35°4% 
311% 
237107, 
27°7% 
SOURCES :—A: (1) Statistical Year-Book, ‘“‘ World Trade, by Countries, in old U.S.A. gold 
dollars ”’. , 
(z) Above inflated by the inverse of the corresponding percentage for “ All 
exports ” in part B of the Table, e.g., 
60°7=57°3 ( 


B: S. E. Harris, Exchange Depreciation, p. 109. The figures are weighted by 
the gold value of the exports concerned. 


100 
100- §°7 


13. It would appear from the above Table that the 
value of world trade recovered, in terms of national currencies, 
after the end of 1932, which corresponds with the indications 
already found. (In gold values, the upturn did not come 
until after the end of 1934.) By 1932, however, trade had 
fallen so catastrophically that for a country to have main- 
tained the value (in its national currency) of an unchanged 
average share in world exports would have necessitated 
a devaluation of over 60 per cent. from its gold par. Few 
countries were in a position to undertake so drastic a 
devaluation without jeopardising their position by immensely 
inflating the cost of necessary imports. (The influence of 
the degree of devaluation actually attained is further 
considered in Table 5 below.) 

14. Table 4 also suggests that countries exporting 
foodstuffs secured a smaller competitive advantage than 
others from any given degree of devaluation. Even by 1931 
food-producing countries had to overleap an average deprecia- 
tion of Io per cent. before reaping any competitive advantage, 
while those exporting manufactures were faced with a 
general decline of only 24 per cent. A year later the figures 
were respectively 184 per cent. and g}$ per cent. Producers 
of raw materials and semi-manufactures occupied a mid-way 
position between the other two classes. 

15. The next Table (Table 5) compares (a) the purchasing 
power of a gold unit in terms of each national currency, 
year by year, as a percentage of its nominal purchasing 
power in 1929, with (4) the share of each country in the 
total of world exports (gold values) as a percentage of its 
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TABLE 5. 


INFLUENCE OF THE DEGREE OF DEVALUATION ON A COUNTRY’S SHARE OF 
WORLD EXPORTS. (1929 = 100). 


Calendar Years 


! f | J —— 
90 | 1930 | 1931 1932 | 1933 | 1934 


Country. 
New Zealand 1or | 104 | 117 | 152 | 183 | 203 
100 99 95 | 107 | 114 | 123 
Canada Io | 100 | 104 | 113 | 187 | 166 
100 92 89 | 102 97 | II0 
Finland 100 | 100 | 105 | 162 | 172 | 189 
1OO | 105 111 | 113 134 | 152 
Japan 108 | ror | 102 | 177 | 247 | 281 
100 98 98 96 | 106 | 113 
U.K. 100 | 100 | 107 | 139 | 147 | 162 
100 98 87 92 97 98 
Greece Ioo | 100 | Ioo | 156 | 231 | 231 


Too |} 103 | 104 98 go 98 


Siam (Year from - 99 | 100 | 100 | 127 | 149 163 


April 1st) 100 9! gt | 114 | 114 | 132 
Estonia Ioo | 100 | 100 | 100 | 121 | 161 
100 | oz | 105 93 83 | 105 

U.S.A. Ioo | I00 | 100 | 100 | 124 | 168 
TOO 91 85 78 70 70 

Czechoslovakia 100 | 100 | 100 | roo | I00 | 117 
Ioo | 106 | 112 92 80 88 

Belgium 100 | 100 | 100 | 100 | roo | 100 
Luxembourg 100 | 100 | 100 | 100 | 100 | 100 


Belg.-Luxembourg 1oo | 102 | 127 | 11g | 124 | 124 


France 100 | 100 | 100 | I00 | I0o | roo 
1Ioo | 106 | 106 | ror | 104 |} 104 
Latvia 1oo | 100 | 100 | 100 | tor IOI 
1oo | 113 | 104 go 84 go 
Switzerland 100 99 99 99 | 100 | roo 
Ioo | 10g | 112 oS [tere [Ants 
Poland . 100 | 100 | 100 | 100 | 100 | Ioo 


Poland—Danzig .. 100 | 108 | 117 98 96 | 109 


WORLD .. 100 ? | 106 | 116 | 128 | 138 


SOURCES :—Based on Tables in Statistical Year-Book : 

“Dev’n.” =Command of a gold unit over each National Currency as a percentage of nominal 
1929 par=Inverse of ‘‘ Value of currencies as a percentage of their gold parity in 1929”. 
World figures derived from Table 4b. 

‘““S.W.E.” =Share of World Exports as a percentage of share in 1929; derived from “‘ World 
Trade, by Countries, in old U.S.A. gold dollars”. Note.—The countries shewn aggregated 
48% of World Exports in 1929, and 444% in 1937. 
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share in 1929. The figures have been given in this form 
to enable a comparison to be made of the extent to which 
any country, by offering its commodities more cheaply 
through lowering the gold value of its currency, is able to 
increase its share in world trade. 

16. The correlation of these two sets of figures can be 
attempted in two ways:—{a) Impact of devaluation. In 
16 cases it is possible to compare the share of world exports 
enjoyed in the year before and in the year after devaluation ; 
in eight cases this shows an increase and in eight cases a 
decrease. 

(6) Degree of devaluation. The unweighted averages of 
the 1937 figures were :—purchasing power of gold unit, 
180; share of world exports, 109. Of the fifteen countries 
shown (excluding Poland), 4 have both figures above these 
averages (¢.g., New Zealand, 207 and 129); 6 have both 
below (e.g., United Kingdom, 167 and 93); and 4 have 
one above and one below (e.g., Canada, 169 and 117). 

Clearly there is no significant connection in (a). In (4) 
it would appear that a devaluation larger than the average 
is more likely than not to induce in the long run a relative 
increase in the country’s share of world trade, and vtce 
versa. ‘This however is as far as the correlation can be 
pressed, since the exact degree of devaluation does not 
show any link with the degree of change in the share of 
world trade. 

17. Before leaving the subject of taxable capacity, we 
may note that for private individuals this only varies 
differently from business trends, to any appreciable degree, 
in two cases. The first is where prices show a marked rise 
(fall); fixed incomes then bear a smaller (larger) relation 
towards the national budget, and taxes on them are cor- 
respondingly a less (greater) proportion of the national 
revenue. Secondly, where individuals own foreign invest- 
ments on which dividends are declared in foreign currencies, 
the yield in terms of their home currency is increased by 
the devaluation of the latter. Income tax yields thereby 
benefit. 

But for our purposes the first of these cases is not material 
because, as shown in Table 3, home prices have not altered 
much following devaluation. The second would seem 
more relevant, but cannot have actually brought much 
increase to budget receipts because the aggregate holdings 
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of such securities are not large (many foreign issues being 
expressed in the home currency); because of income tax 
reliefs designed to avoid double taxation; and for the 
following four reasons, which also apply to Government 
debts (para. 25) :— 

(2) Where the borrowing country simultaneously or 
subsequently devalued to the same (or greater) extent, no 
increase in yield resulted, at least in the long run. 

(6) Where the borrowing country had previously devalued, 
the creditor suffered a loss which his own devaluation only 
enabled him to recoup, to a greater or less degree. 

(c) Some debtor countries have found it possible to convert 
_their external debt to a lower rate of interest. 

(d) Others, not having the means to continue payments, 
have had recourse to suspending or cancelling interest or 
sinking-fund payments on their external debts. 

18. So far, then, as taxable capacity is concerned, our 
conclusions appear largely negative, except that to devalue 
more than the average is likely to contribute some relief 
to an exporting country. But before attempting to develop 
this suggestion, we may adduce what evidence can be found 
on the subject of direct Government receipts and commit- 
ments. 

Section I]]—Tue Bupcet 


19. The present section is concerned with the effect 
of devaluation on a number of financial factors directly 
influencing Government receipts and expenditure. We 
shall study first the uses made by different countries of 
the “ profits ” derived from revaluing their gold reserves ; 
then the effect of devaluation upon the terms of Government 
borrowing and upon credit generally; and lastly general 
statistics of budget receipts and expenditure, adducing in 
this connection the Belgian figures already mentioned. 

20. As regards the first subject it should be noted that 
where reserves were held abroad devaluation by the foreign 
country entailed a loss to the owner of the reserves. Thus, 
the devaluation of the {£ involved the Bank of Greece in 
a loss of 17§ million drachmae. But in most such cases 
both the owner and the holder of the deposits devalued 
simultaneously, so avoiding any loss to the former—though 
of course no profit could be made except in so far as the 
country owning the deposit devalued to a greater extent 


than that holding it. 
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21. Central Bank reserves held at home, however, were 
only subject to such limitations in so far as they took the 
form of foreign exchange. The revaluation of gold stocks 
offered opportunities of “ profit ” of which most countries 
have by now availed themselves. An analysis of this profit, 
in all countries where details are available, shows that its 
significance varied widely—ranging between 14 per cent. 
and 105 per cent. of the budget receipts for the year in 
question. Frequently it has provided a substantial contribu- 
tion to the public finances of the devaluing country. The 
temptation to utilise it for inflationary purposes has, however, 
been generally resisted, and except in five countries it has 
been treated wholly as a capital asset. 

In a large number of instances the opportunity has been 
taken to increase the liquid resources of the Central or 
Commercial Banks—sometimes by replacing assets previously 
frozen—and to that extent the basis of credit has been 
maintained or increased. Exchange equalisation funds 
have also been created in several cases; these have like- 
wise benefited borrowers, by reducing the extent to which 
recourse has been necessary to bank rate to check fluctuations 
in exchanges. They have therefore indirectly contributed 
to reduce Government expenditure in interest, a result 
achieved even more effectively by the “stabilisation funds ” 
and the repayment of debts, which have been other uses 
for parts of the revaluation profits. Table 6 studies interest 
rates in more detail. 

22. Four general’ considerations are relevant to the 
study of this Table: (a) a general fall in bank rate was 
to be expected over the period 1929-1932, since this is the 
normal concomitant of an advancing depression. Similarly 
the desire for liquidity would naturally reduce the yield 
on Government bonds. (4) Immediately before an expected 
devaluation, bank rate probably had to be raised because 
of a flight of capital into more stable currencies. (c) The 
occurrence of devaluation, at least in a large country, will 
(if a repetition is not expected) have attracted capital from 
undevalued countries and so necessitated a rise in their 
bank rate while facilitating a lowering of its own. (d) The 
suspension of gold payments on devaluation will probably 
have eased pressure on reserves in many countries, and so 


1 This analysis (not reproduced) was based on information in the League of Nations publica- 
tions Public Finance and Commercial and Central Banks, partly summarised in Monetary 


Review, 1937-38, pp. 9°-91- 
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enabled the Central Bank to expand credit. Hence both 
the general trend of rates and the fact that these were 
higher before than after devaluation is to some extent 
explicable on general grounds. 


TABLE 6. 
CENTRAL BANK DISCOUNT RATES AND THE YIELD ON GOVERNMENT BONDS. 


Calendar Years 


pe olaioies sashhd | 


Country. | Rate | 1929 | 1930 | 1934 | 1936 | 1937 

% | % % | % | % | % 
Australia oe -.| B/R | 6:50 | 6-50 4°53 | 4°25 | 4°25 | 4°25 
Gov. | 5:12 | 5°55 3°35 | 3°58 | 3°88 | 3°84 


Norway Se -.| B/R | 5°57 | 4°53 | 4°65 
Gov. | 5°21 | 5°05 | 5-04 


(UE ae -.| B/R | 5:50 | 3°42 | 3-93 2°00 | 2 2°00 | 2°00 
Gov. | 4:60 | 4°48 | 4°39 3°08 | 2-91 | 2°95 | 3°31 
Yugoslavia .. ..| B/R | 6:00 | 5:70 | 6°40 6°82 | 5°13 | 5°00] 5:00 
Gov. | 8-09 | 7°98 | 8-98 9°99 | 8-85 | 8-46 | 7°75 
South Africa .. --| B/R | 5-69 | 5°87 | 5°32 3 25g0 3°50 1197504 3" 50 
Gov. | 4°94 | 4°97 | 5:01 3 3°49 | 3°22 | 3°03 | 3°30 
U.S.A. se --| B/R | 4°94 | 3°82 | 3-09 | 3°40] 3- 2°55 | 2-00] 1-91 | 1°76 
Gov. | 3°60 | 3°28 | 3°31 | 3°66 | 3°81] 3°10] 2°70 | 2°47 | 2°57 
Czechoslovakia .-| B/R | 5-01 | 4°46 | 4°77 | 5-15 | 3°57 | 8°50 | 3-50] 8:00] 3-00 
Gov. | 5°76 | 5°68 | 5°73 | 6-50 02 | 5°83] 5-21 | 4-45 | 4-48 
Belgium a3 --| B/R | 4°35 | 2°96} 2°50] 3°47] 3°50] 2°93 | 2:19] 2°00] 2-00 
Gov. | 4°52 | 3°94 | 3°98 | 4°51 | 4°54 | 4°08 | 8-90 | 3-72 | 3°33 
Latvia he -.| B/R | 6-00 | 6:00 | 6:00 | 6:00] 5°50} 5:50] 5:50 | 5-42] 5:00 
Switzerland .. --| B/R | 3°50 | 2°89 | 2-03 | 2°00 | 2°00} 2+00 | 2+33 | 2°80] 1-50 
Gov. | 4°38 | 4°07 | 3°78 | 3°62 | 3°84] 4°05 | 4:52 | 4:27 | 3-31 
Poland es ..| B/R | 8°64 | 7°21 | 7°50] 7-21 | 5*82 | 5:00] 5:00} 5:00] 4:98 
Gov. {10°89 |11°87 |14°30 |16-99 {14°82 |ro-g1 |10°65 |10*02 | g:00 


SOURCES :—Money and Banking ; Statistical Year-Book. 


NOTES::—B/R in U.S.A.—Average of 12 Federal Reserve Banks. 

Govt. Bonds—Australia, to July, 1931, 5% Bonds redeemable 1948, since 4% 
redeemable 1950; Norway, to December, 1933, six 5% Bonds (3 Govt., 3 mortgage), since 
five 44% Bonds (3 Govt., 1 mortgage, 1 municipal); U.K.,2}% Consols; Yugoslavia, 7° 1921 
Loan; South Africa, 5% Inscribed; U.S.A., ten Treasury Bonds; Czechoslovakia, Govt. 
Bonds (sic); Belgium, 3% Rente Belge; Switzerland, Federal Railways 33%; Poland, 5% 
1924 Conversion Loan. 


23. Nevertheless some significance must attach to the 
definite correlation which emerges between the incidence 
of devaluation and the appearance of the factors studied. 
The Table shows eleven devaluation years for bank rates, 
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and in nine cases bank rate fell, either in that year or the 
succeeding one. Similarly, of ten devaluation years for 
the yield from Government bonds, eight showed a fall in 
the yield. The exceptions need not detain us long. The 
Yugoslav figures rose in both categories, presumably owing 
to political factors. The rise in the Norwegian bank rate 
was not large, and it may be noted that Norway has not 
revalued its gold reserve, and before 1932 had had for some 
years a heavy adverse balance of trade. The yield on 
Australian Government securities rose in sympathy with 
the prevalent anxiety as to the Commonwealth’s financial 
position, prior to the introduction of the Premiers’ plan. 

24. Table 6 therefore suggests two consequences of 
devaluation, other things being equal. First, a fall in the 
discount rate of the Central Bank, facilitating a general 
fall in the structure of rates of interest. This should gradually 
assist industry, and thus lead later to an improvement of 
budget receipts. Secondly, the yield from Government 
bonds having fallen, new Government borrowing must 
have been cheapened. In many countries, indeed, it became 
possible to carry through conversion schemes effecting a 
permanent reduction in the rate of interest payable even 
on some of the funded debt. It should also be pointed out 
that the floating debt, which is not represented in Table 6, 
will also have cost less in interest, in consequence of the 
fall in bank rates. Where, of course, confidence was restored 
by devaluation this will have reinforced and expedited 
these tendencies. 

25. On the other side of the account must be set the 
increased burden of interest on overseas debts contracted 
or guaranteed by Governments. Thus, for instance, the 
service of the overseas Australian debt in 1928-30 was 
costing over {35 millions a year—between one-third and 
one-quarter of the value of their exports—and the 24 per 
cent. fall in the value of the Australian pound which had 
taken place by August 1931 added about 30 per cent. to 
the cost in that currency of the interest due in sterling. 
This example will, however, suggest the reliefs which have 
in practice been experienced. They correspond, mutatis 
mutandis, to those set out at the end of paragraph 17 above. 

26. To complete this subject we may mention that 
inthe comparatively rare cases where a Government owns 
a foreign investment, it has derived a larger income from 
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this after devaluation than before. For example, the British 
Government holding of Suez Canal shares produced {1,871,000 
in 1930-31, and {2,239,000 in 1931-32, despite a slight fall 
in the rate of dividend. 

27. We pass now to a general study of Government 
receipts and expenditure, of which the above items are 
particular examples. If the inferences to be drawn from 
the following Table were sufficiently reliable, the earlier 
sections of this paper would be unnecessary. Unfortunately, 
however, changes in fiscal policy—to say nothing of rearrange- 
ments of budget accounts—are so interwoven with the 
phases of the recent depression that it is impossible to 
utilise this direct evidence without elaborate confirmation. 
All that can be claimed for the statistics quoted is that 
they furnish supplementary indications of the trend observ- 
able in public finance over this period. 

28. It will be convenient first to try to classify those 
items in budget accounts which are most likely to respond 
to monetary manipulations. On the credit side, additional 
yields may be expected from ad valorem customs duties ; 
also (if business does derive any benefit from devaluation) 
from sales taxes, export taxes, and, eventually income 
taxes, though a lag of perhaps two years is likely in the 
last. On the side of outgoings, immediate increases may be 
expected in the cost of imports bought for Government 
use, and in the expenditure incurred in maintaining embassies 
abroad. Conditional increases will be incurred in the 
emoluments of civil servants if the cost of living rises, and 
in export bounties if these are granted and the quantum 
of exports increases. If, however, business improves, a 
relatively substantial reduction should be experienced in 
the cost of unemployment relief. 

Unfortunately, it is impossible in a general survey such 
as this to analyse these separate items. To disentangle 
the effects of devaluation from those of changing fiscal 
policies, ‘‘economy campaigns,” or alterations in the 
proportions of expenditure borne respectively by Central 
and Local Governments would take far too much time and 
space. Any table purporting to show such effects would 
be valueless without very extensive interpretations. 

29. We shall therefore merely include a table summarising 
Central Government receipts from taxation and expenditure 
from all sources. Receipts from loans have been excluded 
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in order to indicate the extent to which recourse had to 
be had to this expedient from year to year. The figures 


Country. 


New Zealand 


Norway 


U.K. 


South Africa 


Estonia 


Czechoslovakia 


Belgium 


Holland 


Latvia 


Poland 


TABLE 7. 


BUDGET RECEIPTS AND EXPENDITURE IN MILLIONS OF NATIONAL 
CURRENCIES. 


(Upper Line, Receipts; Lower Line, Expenditure.) 


Financial Years Commencing 
1 1 


1931 | 1932 


26 
26 


424 
447 


845 
342 


40 
49 


79 
79 


7°54 
10098 
9893 
135738 


877 
1028 


146 
147 


1994 
2296 


“ E” indicates that the two figures immediately below are Estimates. 
SOURCE :—League of Nations, Public Finance and Statistical Year-Book. 


1936 
31 
31 


490 
492 


897 
go2 


43 
52 


1937 


include extraordinary, crisis and supplementary budgets, 
etc., as well as ordinary ones. Perhaps the principal signi- 
ficance of the statistics lies in the shrinkage of receipts and 
smaller diminution of expenditure during the slump years, 
indicating the strain placed upon the public finances. The 
tendency for the lowest point in receipts to be reached 
about 1933 suggests the lag which might have been expected 
following the bottom of the slump-in 1932. There is again 
very little evidence of any direct connection with the time 


of devaluation. 
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30. We conclude this section with an official estimate 
of the effect of devaluation in Belgium, 1935, which illustrates 
the operation of many of the factors which have been 
discussed. For reasons to be adduced in Section IV, however, 
it must not be thought that this is necessarily typical of 
the upshot of all devaluations. 


TABLE 8. 


OFFICIAL ESTIMATE OF THE EFFECT OF DEVALUATION ON BELGIAN PUBLIC 
FINANCE, 1935 


(million francs). 


CAPITAL ACCOUNT 
Revaluation of gold stock .. Sea 
Revaluation of foreign exchange . 


Loss on repaying gold florin loan 


4,390 


INCOME ACCOUNT 
Improvement in tax yields 
Reduction in unemployment pay 
Conversion Scheme .. vs a5 
Agreement with “ Banque Nationale” 


Less, Tax concessions = res 
Increase in wages, salaries, pensions 
es ») external debt service .. 
» _-9_:cost of ambassadors, etc. 


SOURCE :—Adapted from statement by Minister of Finance, 27th June, 1935, as reproduced 
with comments by Professor F. Baudhuin in La Dévaluation du Franc Belge: Un An Apres. 
PP- 134-138, 149-150. 


>? 


Section [V—Somer ConcLusions 


31. It will simplify the theoretical considerations upon 
which we must now embark to deal first with the period 
1930-32, leaving the upturn from the slump for later 
attention. We propose therefore to analyse the possible 
influences of devaluation upon a country immersed in the 
downswing of a slump. On what grounds can it be thought 
likely to bring about a recovery? Some impetus might 
be given if home prices rose above costs; but in face of a 
declining national income prices cannot usually be raised, 
if only through the force of distress selling; and in fact, 
as we found, devaluation did not at any period materially 
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affect them. Ultimately, therefore, the effect of devaluation 
upon public finance must depend upon whether it succeeds 
in modifying or reversing the cumulative depressive forces 
which are unloosed at the commencement of a slump. There 
would seem to be four major influences which it could 
conceivably exert, corresponding to the four channels 
through which an impetus can be exerted upon the multiplier. 
These four major channels are (a) home investment; (4) 
exports ; (¢c) imports; and (d) Government deficits. We 
shall examine them in turn. 

32. A stimulus to investment appears to demand two 
conditions : an improvement in confidence, and a lowering 
of the rate of interest, which is in turn bound up with an 
increase in the supply of money. 

Now in the earlier years of the past depression public 
confidence was undermined by fears of collapse if the gold 
standard were abandoned. It needed, perhaps, the example 
of the successful “devaluation” of this country in 1931 
to show that such fears were unfounded. For this reason 
it is conceivable that a devaluation at the beginning of 
some future slump might increase, rather than weaken, 
confidence. However, during 1930-32 devaluation con- 
spicuously failed to engender that increase in confidence 
which was necessary to revive investment, or even to check 
its collapse. 

In the face of this, and of the “ economy campaigns ” 
which were regarded as appropriate, there was no chance 
of an increase in the supply of money arising, nor of a fall 
in the bank rate seeping through to the long-term rate of 
interest, except in the gilt-edged market. 

33. The possible influence of devaluation on exports is 
complicated by other factors: (2) the dominant element 
in 1930-32 was the acute fall in the aggregate value of 
world exports (Table 4). Merely to retain the same value 
in national currencies for an unchanged share in world 
trade would have involved an extremely heavy degree of 
devaluation. () In any case, devaluation is likely to turn 
the terms of trade (at least the factor terms) against a 
country, because its export prices will probably meet a 
more inelastic demand than its import prices. (c) This was 
accentuated in the case of most of the countries which 
devalued before 1933 by their being largely exporters of 
food or raw materials, the prices of which fell more steeply 
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than the average, because these products had low elasticities 
of supply and of demand—hence exports were difficult to 
stimulate by price-reductions, while every fall in price 
tended to become world-wide. (d) This difficulty was 
most acute in countries which depended chiefly upon one, 
or a narrow range, of exports; e.g., about one-third of 
the value of Australian exports in 1929-32 came from wool. 

Further, (¢) the markets in which countries devaluing 
before 1933 had to sell were still hit by deflation, except 
where (f) the buyer countries themselves had also devalued, 
thereby abolishing the seller country’s competitive advantage, 
or (g) had adopted exchange control, which combined the 
disadvantages (to the seller) of deflating the buyer’s 
purchasing power and lowering his effective exchange rate, 
and probably reinforced these by high tariffs. 

Clearly, the more countries simultaneously devalued or 
controlled their exchanges, in order to secure competitive 
advantages in export markets, the less chance they had 
of doing so; and even if they succeeded, these advantages 
could only be secured by lowering world prices, which 
meant (4) that the price obtained in national currencies 
rose by less than the degree of devaluation. 

Finally, a competitive advantage in export markets 
implied some degree of under-valuation of the currency. 
But during the period when stable currencies were being 
maintained, down to 1929, some had tended to become 
over-valued and some under-valued. Hence some countries 
entered upon currency adjustments with a relative advantage ; 
others with a disadvantage. Those currencies which had 
been tending towards over-valuation gained less from 
devaluation than others. Primary-producing countries, 
being before 1930 largely capital-importing countries, were 
in a similar position, as soon as the flow of capital stopped. 

An autonomous decrease in imports—the phrase 
is Mr. Colin Clark’s'—implies one which arises from other 
causes than because of a change in the national income. 
Mr. Clark suggests that in Great Britain there was a con- 
siderable autonomous decrease in imports in 1931 and 1932, 
owing to the depreciated exchange and the imposition of 
tariffs. In general, however, it is difficult to separate such 
decreases from those due to a decline in the national income, 
and no very clear conclusion can be drawn from the available 


1 Economic Fournal, September, 1938, p. 438. 
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evidence. Nevertheless, an examination of Table 2 shows 
that only in New Zealand and Denmark did imports fall 
materially further than did exports. It would seem therefore 
that only in these countries (among those there shewn) 
can changes in exports and imports, on balance, have 
produced a favourable impetus towards recovery. And 
even this is contingent upon the decline in imports being 
unconnected with the decline in the national income— 
which is at least improbable. 

35. Finally we may consider changes in Government 
deficits. Two contradictory effects are here deducible 
from the evidence cited. On the one hand, the reduction 
in the rate of interest which followed devaluation may have 
stimulated Government borrowing. But on the other, the 
lowering of interest payments on old loans commonly reduced 
the total of Government disbursements and was therefore 
deflationary. In view of the widespread mistrust of un- 
balanced budgets, the latter was probably the more powerful 
influence. Further, if devaluation did help business in 
other ways, and so improved employment and tax-returns, 
this check to the multiplier must have been subsequently 
intensified (though perhaps by then desirably) by reductions 
in unemployment allowances, the cessation of public works 
and the resumption of sinking funds. 

For the period 1930-32, therefore, it adés not seem 
theoretically or practically possible that devaluation can 
have exerted any substantially favourable influence upon 
public finance. None of the four channels through which 
the multiplier can be activated was sensitive to it. 

36. But for the period 1933-37 the situation was very 
different. The world trend was upward, and the inclusion, 
in 1933, of the United States in the list of devalued countries 
left the gold loc in uncomfortable isolation. Their defences 
crumbled before the over-valuation which inevitably resulted, 
and one by one they were obliged to bring their currencies 
into line. For them, devaluation had no need to try to 
reverse a downward trend already established in each country 
and in the world as a whole; it had merely the simpler 
task of removing the depressing weight of an isolationist 
deflationary policy and allowing the internal economy to 
expand in conformity with those of the “ paper ” countries. 
The removal of the over-valuation of their currencies tended 
to restore confidence, and so investment; encouraged 
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exports without materially increasing imports; and being 
usually supported by judiciously inflationary Government 
policies, set the pace for recovery. 

37. This is the explanation of the figures for Belgium 
already quoted (Table 8). Nevertheless, not all countries 
were similarly benefited. Belgium entered upon devaluation 
with the explicit aims of ending deflation, restoring profits 
to business, stimulating the domestic market, and relieving 
the banking crisis. Hence a rise in wholesale prices was 
desired, and a sufficient rate of devaluation was chosen 
(28 per cent.) which, by causing temporary under-valuation, 
would leave a margin for increasing prices without impairing 
again the competitive efficiency of Belgian exporters. 

‘In Czechoslovakia, on the other hand, devaluation was 
desired in 1934 merely to eliminate the over-valuation of 
the koruna which was severely handicapping exports. The 
rate of devaluation chosen (16.7 per cent.) was regarded 
as just enough to restore a true external value to the currency ; 
but wholesale prices could not thereafter be allowed to 
rise, lest competitive efficiency be once more impaired. 
Recovery in Czechoslovakia was therefore relatively slow, 
as was observed in paragraph Io above, In fact, a second 
devaluation was found necessary upon the break-up of 
the gold bloc in 1936. It is needless to emphasise that 
the effect upon public finance in the two cases was very 
different. 

38. These various considerations enable us to classify 
roughly the factors that need to be taken into account when 
considering the significance of devaluation to a single 
country, viz., whether it is: 


(A.) Agricultural ; semi-industrial; industrial. 
(B.) Important consumer ; unimportant consumer. 
(C.) Dependent on international trade; relatively self- 


sufficient. 

(D.) Dependent on one or few exports; having a range 
of exports. 

(E.) Heavily devalued; moderately devalued ; lightly 
devalued. 


Other complications to be borne in mind are that devaluations 
may be undertaken : 
(F.) At different times relative to seasonal fluctuations 
in the external demand for the currency. 
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(G.) For specific, and differing, objectives; or 

(H.) Following inflation, deflation, or stability in monetary 

management. } 

39. Over and above these points, however, two major 
contrasts may be emphasised. (i) It appears possible that 
devaluation may in general advantage a large country more 
than a small one. A large country will, for example, be 
more able to influence its import prices and so force down 
world prices, to its own benefit; while at the same time 
it is likely to have a wider range of exports. Further, its 
relative strength will make it more attractive to fugitive 
foreign capital, so reducing its rate of interest; while it 
is less likely to be a debtor abroad, thus avoiding increased 
interest charges on devaluation. 

(ii) On the other hand, a country will clearly stand more 
chance of obtaining any available benefit from devaluation 
if it undertakes this alone or to a greater degree than others ; 
in so far as other countries—especially close competitors— 
devalue at the same moment or to the same extent, its 
chances of special individual advantage must necessarily 
be reduced. 

4o. And yet, important as these theoretical contrasts are, 
they are overshadowed by the cleavage, shown by the facts, 
between devaluations undertaken before and after the nadir 
of aslump. A full analysis, involving quantitative estimates 
of the, factors involved, cannot be made on the data here 
presented. Furthermore, one can only infer what the 
position of any particular country might have been if it 
had not devalued when it did.1 Yet, though largely negative, 
the evidence is strong enough to support two broad generalisa- 
tions. Devaluation in the downward phase of a trade cycle 
is apparently incapable of releasing any one country from 
the general depressive trend. But once the bottom has 
been passed, devaluation may be necessary to enable 
advantage to be reaped of the upturn. A corollary might 
be that the direct effects of devaluation are bound to be 
relatively, and perhaps even absolutely, insignificant. 

These conclusions, however, are necessarily tentative. 
For they are based on the experience of one trade cycle 
only, and in another the course of events might be different. 
And they are also based upon the universality of devaluation 
in the period reviewed; for one country contemplating 


1 See para. 5 above. 
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devaluation in a world of otherwise stable currencies neither 
part of our generalisation need be true. 


BiIBLIOGRAPHICAL NoTE :— 


No individual references to other discussions of these 
problems have been made above. In so far, however, as 
recently published studies have reviewed Devaluations in 
the whole period since 1929, they would appear to be 
in general agreement with the conclusions here reached. 
See, for example, Braun: Technik-und Folgen der Devaluation 
(1938); Wormser: Déflation et Dévaluation (1938) ; Gilbert : 
Currency Depreciation (1939). The more positive view 
taken by Professor Harris in Exchange Depreciation (1936), 
and by Professor Haberler in Prosperity and Depression 
(1938), appears to derive from concentrating only on the 
later years of the cycle. 

The special problem discussed in para. 16 above has been 
attacked by Dr. J. J. Polak in the Review of Economic 
Studies (Feb., 1939), by methods of multiple correlation. 
While his results bear out the conclusions of this paper, his 
attempt to give them greater precision appears to be 
defeated by the inevitable uncertainty of his coefficients. 
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A Note on the Diagrammatic 
Representation of Elasticity of Supply 


In the course of a geometric analysis of supply,! Mr. R. F. Fowler 
seeks to express the situation where “elasticity of supply is positive 
but less than unity ” in terms of average and marginal supply price, 
marginal supply price being derived directly from the average. 
Whilst the conclusion reached is undisputed, the diagrams and analysis 
employed are open to the following criticism. 

Mr. Fowler states that if the average supply price is reduced by a 
fixed amount per unit P;P., so that the tangent (not the supply curve) 
cuts the X-axis positively at N, the marginal price for the output OM 
is also reduced by the same amount. But, mathematically, this is 
true for any output? and the diagram should accordingly show LC, 
(not NC;) as the correspondent to the tangent. OL is then equal to 
C\C,, and the rest of the proof follows. (Figure 1.) 

As a representation of economic quantities, however, the tangent 
is non-existent below Og. If, therefore, it is redrawn as an average 
supply curve, its direction must be OTP, with a kink at TJ, and its 
_ correspondent, as a marginal supply curve, must be OJ NC with a 
discontinuity at 7.3 (Figure 2.) 

R. C. Tress. 


Mr. Fowler Replies 


I am grateful to Mr. Tress for his correction. The line VC, (in my 
Figure 10) is not the correspondent to the tangent WP,. I was con- 
cerned only to show that the ratio OD/DL, which measures on the 
Y-axis the elasticity of supply, is equal to the ratio MP/CP for a 
given output of X. This relationship will then be true for any other 
output of X. My proof did not, therefore, require the use of the line 
NC, which I should not have drawn. I agree with Mr. Tress that, 
as a supply curve, the tangent is non-existent below Og and will have 
akink at Z. As Mr. Tress points out, the tangent WP, was erroneously 
described as a supply curve. 

R. F. Fow ter. 


1 R. F. Fowler, “The Diagrammatic Representation of Elasticity of Supply,” Economica, 
May, 1938. f 

a Let [, A and M be the total, average and marginal supply prices respectively for a variable 
output x, such that 4=f(x). Then, T=xf(x) and M=f(x)+af(x). Now reduce the 
average supply price by a fixed amount per unit, c, such that the new total, average and 
marginal supply prices are respectively /, 2 and m. Then, a=f(x)+c, t=af(x) tex, and m 


=O af(e) taf'@) te=M te. 
3 Cf. J. Robinson, Economics of Imperfect Competition, p. 37. 
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Book Reviews 


The Finance of British Government 1920-1936. By Ursuta K. Hicks. 
London: Humphrey Milford. 1938. 391 pp. I5s. 


This is the comprehensive study of British public finance since the 
war which has been badly needed. Mrs. Hicks has performed her 
task in an admirable and scholarly manner. The statistical and 
other material is well chosen and well presented ; her criticisms are 
acute and are based on a thorough examination of the facts; and, 
above all, she treats public finance not as something apart from the 
rest of the economy but as a leading influence, both in itself and in 
its relations to monetary policy, on the whole economic and social 
situation. 

About a third of the national income now passes through the 4 
of central and local authorities. Mrs. Hicks shows how the central 
government has come to bear a larger share of the cost of activities 
which used to be “local”? and advocates still further progress in this 
direction—in particular, more expenditure on roads by the central. 
government—and some groupings of local authorities into larger 
units. She shows, too, the increasing activity of the State in assisting 
particular industries. Much of this, of course, takes place outside 
the budget and makes attempts to measure the “ burden”? of taxation 
somewhat inadequate. She believes in separating “capital”? and 
“current ” expenditure and in regulating the timing of public invest- 
ment to offset, at least in part, fluctuations in private investment. 
In fact, “throughout the period, so far as public investment is 
influential in the trade cycle, its weight has been thrown into the 
balance on the wrong side”. She favours budget deficits in appro- 
priate circumstances but insists that “‘ in the longer period the budget 
must balance. Uncontrolled recourse to borrowing is obviously 
contrary to any principles of sound finance”. And she regards the 
growth of the debt with some apprehension, declaring that a larger 
share of the cost of the war should have.been met out of taxation. 
It is a little surprising, and to my mind reassuring, to find that a 
modern economist still holds such old-fashioned views. 

There are one or two minor points on which I cannot quite agree. 
The housing boom during the recovery period was due, in my view, 
more to the increase in real incomes (arising largely from the low 
prices of imported food) than to the fall in building costs. Again 
Mrs. Hicks denies that there was any serious continued pressure on 
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sterling from 1925 to 1929, but in fact sterling was below mint parity, 
and Great Britain was tending to lose gold, throughout this period. 
Mrs. Hicks points out that income tax discourages risk-taking but 
does not suggest any means—such as a tax on idle balances—of 
lessening this effect. Nor does she trace the successive measures 
which have been taken to prevent evasion of income-tax and surtax. 
But one can feel nothing but gratitude for her work as a whole. 


FrepDERIC BENHAM. 


State Population Census by Faiths: Meaning, Reliability and Value. 
By H. S. Linrizrp. Hasid’s Bibliographic and Library Service. 
New York. 1938. 72 pp. $2.00. 


The purpose of this study by the director of the Jewish Statistical 
Bureau in New York is to summarise the experiences gained by the 
countries that have ascertained the faiths of the inhabitants in 
connection with general censuses. It discusses the present extent 
of the state population census by faiths; the nature of the question 
on religion in the census schedule; the summation of the census 
returns; the utilisation of the census results by state authorities 
and by church bodies ; and finally, the meaning of the state population 
census by faiths, its reliability and value. The survey covers every 
independent country and every colony or dependency which in its 
last population census sought to determine the religious affiliations 
of its inhabitants. 

Of the principal powers of the world only Germany and Italy 
enumerate their respective populations by faiths. The religious 
affiliation is not ascertained, for example, in Great Britain, France 
(except Alsace-Lorraine), Soviet Russia, the United States of America, 
Brazil and Argentine. In the countries where a census by faiths 
is taken, little use of the results is made, as a rule, for practical 
purposes. ‘On the whole, government offices and church leaders 
in their communications to the writer on this question agree that 
neither national or local government departments nor church bodies 
utilise the religious population census data in their respective fields 
of work.” 

It cannot be denied, nevertheless, that the scientific value of such 
statistics is great. Dr. Linfield himself, it is true, is sceptical as 
regards the trustworthiness of the census returns for many countries. 
“The fact that in the Protestant provinces of the Netherlands 171 
persons of every 1,000 are returned Atheist, while only 11 persons 
are so returned in the Catholic provinces df that country can be 
understood only in one way: the question on religion means one 
thing to the inhabitants of some provinces and another to those of 
other provinces .... The question on religion in the population 
census evidently meant to Dutch Protestants religious conviction 
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or church membership, more or less ; while in the case of the Catholic 
population, the question signified identification with a social group 
as Catholic over against that known as Protestant, and hence the 
result of the process of secularisation could not come to light. The 
census results of the religious distribution of that country are thus 
misleading and false.” I do not think that this conclusion is justified. 
It may very well be that only comparatively few Catholics in the 
Netherlands have become atheists, and this seems the more likely 
as the Catholics live mostly in the rural districts. 

The Appendices showing the text of the question on religion in 
the census questionnaires, the types of statistical analyses used in 
summing up the census returns, and the religions or churches returned 
in the latest population censuses greatly enhance the value of this 
useful monograph. 

R. R. Kuczynsx1. 


International Monetary Economics. By Micnart A. HEtLperin. 
Longmans. 1939. xiv + 281 pp. I§s. 


Professor Heilperin has a double objective. On the one hand 
he sets out to clarify the economic concepts within his field; on the 
other to develop the thesis that “the mechanism of re-establishing 
equilibrium in international payments must work through the applica- 
tion of essentially the same instruments of action whatever the monetary 
system adopted ”. 

His early chapters are accordingly exegetical. The simplified 
relationships between gold and prices postulated by Professors Cassel 
and Rist are successfully demolished, and the author’s guns are then 
turned against the theoretical bases of exchange rates. Unfortunately, 
however, the destruction in turn of the “ Balance of Payments,”’ the 
** Purchasing Power Parity ” and the. “ Psychological”? explanations 
leads him to an impasse: “There is no a priori rate of exchange 
which can be considered as representing the normal or natural parity 
between . . . currencies, for there is no legitimate way of calculating 
such a rate on the basis of the various economic data” (p. 140). This 
‘‘ fundamental and inescapable conclusion” is strongly stressed, but 
it is surely unduly pessimistic. Even if we cannot at present solve 
the practical problem, must we deny that it has any possible solution ? 
May we not rather hope that the inductive enquiries, by which the 
author elsewhere sets great store, will illuminate in due course this 
admittedly dark corner ? 

The second part of the book is concerned with the essential unity 
of all forms of international “ re-equilibrium”. The mechanisms 
involved are divided into two types: ‘‘ Automatic” adjustments 
comprise the direct transfer of coins between all-metal currencies, 
plus shifts of demand schedules of the Ricardo-Ohlin type. “ Induced ” 
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adjustments consist of price changes and capital movements. From 
these elements there is constructed a “General Theory of Re- 
Equilibrium in International Payments” (pp. 123, 159 ff) which 
consists essentially of a synthesis of the various possible corrective 
movements within the Balance of Payments, emphasising the need 
to “ induce ” alterations of the second class (especially capital transfers) 
by appropriate monetary policies. 

There is unhappily some lack of subtlety in the treatment here. 
The assumption is made that “‘ Price movements which enter into a 
process of adjustment of international payments are not likely to be 
of an amplitude which would seriously disturb economic activity and 
amount to a deflation (or inflation) ” (p. 169). From this it naturally 
follows that there is no essential difference between the aims of a 
gold standard and of free exchanges. But the crucial question is, 
of course, less whether internal price changes need be large than 
whether they can be secured readily and without strain; and this is 
not discussed. 

It is, therefore, with considerable reserve that we receive Professor 
Heilperin’s later criticisms of independent currencies. He has a 
healthy respect for the Trade Cycle as a potent disruptor of inter- 
national equilibria, but this is inclined to lead him into assuming that 
cyclical fluctuations are the only begetters of autonomous monetary 
policies. In a world where under-employment is endemic and economic 
palliatives sporadic, this seems too hopeful a view. His encomiums 
of fixed parities seem rather backward—than forward—looking, and 
we are left feeling that the last word has not yet been said for the 
policies which he decries. 

This is a discursive book, and its positive contribution to current 
thought is not easy to disentangle. It appears also to be the first 
of a trilogy, and as such is difficult to appraise. But a sharper edge 
to his tools would, we feel, have enabled Professor Heilperin to tackle 
more convincingly the interesting problems he has faced. 


J. K. HorsEFietp. 


Currency Depreciation. By Mitton Giiserr. Philadelphia : 
University of Pennsylvania Press. London: Oxford University 
Press. 1939. xili + 166 pp. 9s. 


Technik und Folgen der Devaluation. By GrrHarp W. Braun. 
Buhl-Baden: Konkordia. 1938. viii + 271 pp. 


The currency devaluations of 1930-36 have by now receded 
sufficiently through time for good progress to be made in evaluating 
their significance. As was to be expected, the more extreme anticipa- 
tions have not been fulfilled. Devaluation is neither an inflationary 
(or deflationary) poison, nor a reflationary panacea. But as to what 
it actually does involve, interesting problems still remain. Must 
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any future international standard include provision for periodical 
revaluations ? Can devaluation end, or does it inevitably begin, a 
period of progressive readjustment ? Can conditions for its safe and 
successful adoption be inductively ascertained? It is to questions 
such as these that recent writers on currency depreciation have 
addressed themselves, and while neither of the books now before us 
ventures any detailed argument on the first topic, they both, in different 
ways, contribute to the second and third. 

Mr. Gilbert’s attractive and lucid analysis is founded on the scattered 
studies, chiefly American, which have recently been made on different 
aspects of the problem. He traces in a continuous narrative the 
causes and effects of devaltation in Australia, Great Britain, Sweden 
and the United States, and is mainly concerned to shew that it was 
unavoidable and beneficial in the first three cases, but neither the one 
nor the other in America. The argument centres round an enquiry 
into the alleged deflationary effect of the depreciation of sterling. 
From this impeachment the accused is acquitted, on a verdict which 
hovers between Non Proven and Not Guilty—only, however, to be 
convicted instead on an alternative charge (pp. 103, 161) of causing 
a public mischief by delaying until 1931 a devaluation which should 
have been effected in 1928. 

Mr. Gilbert makes his points neatly and concisely, though there 
will be inevitable disagreement on points of emphasis and detail, and 
certain assumptions appear rather precarious. Is it, for example, 
safe to rely upon the elasticity of demand for imports remaining 
unchanged if the national income falls nearly §0 per cent. ? (pp. 13, 19). 
We could also wish to see resolved the discrepancy between page 32, 
which speaks of depreciated currencies finding their own level after 
a reflationary process, and page 156, which warns us that the degree 
of depreciation must be decided in advance lest speculators break in 
and steal the equilibrium which is sought. As it is, the problem of 
forecasting the appropriate degree of devaluation remains unillu- 
minated. Two other obscurities are due to misprints. An important 
argument on page 67 goes awry because a line is interposed from page 
65; and on pp. 59-61, and in Table 22, thousands of pounds sterling 
are quoted where millions are meant. 

Dr. Braun is evidently less conversant with recent literature in 
English on the subject. His bibliography includes scarcely any 
specialised references, and does not quote, for example, Professor 
Harris’s monumental Exchange Depreciation, which covers something 
of the same statistical ground. Interesting as his tables are, therefore, 
a good deal in them will be already familiar to English readers. 
However, Dr. Braun does not confine himself to inductive studies. 
Efforts are made at successive stages to tabulate the conclusions 
which emerge and to relate them to an analytical framework. This is 
based on a differentiation of function, devaluations. undertaken 
in the interests of exports being distinguished from those with a 
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business-cycle objective. A careful classification is also made of the 
credit and commercial policies necessary to implement the potential 
benefits to be derived from devaluation in each case. : 

Unfortunately, though great pains are taken with the documentation, 
it is only a mouse which emerges when the labour is done. The secret 
of success in devaluation appears to be, firstly to undertake it at 
the right time and with the right propaganda ; and secondly to support 
it energetically by open-market operations and public works. This is 
surely to err needlessly on the side of caution. Despite the thorny 
problems involved, more positive advice than this can now be given on 
the questions “‘ When ? ” and “ By how much ?” which every prospec- 
tive devaluer seeks to have answered. 

However, in the last chapter of his book Dr. Braun casts his doubts 
aside and advocates energetically the immediate devaluation of the 
mark. Whatever may have been the position before 1933, he believes 
that the depreciation of the dollar removed the last justification for 
the old mark parity. As a result of maintaining it still, Germany now 
has the highest gold price-level in the world, yet mark prices for many 
exports stand at unremunerative levels. Dr. Braun claims that the 
stabilisation of the mark at its present level is the greatest existing 
obstacle to the expansion of German exports, and that the arguments 
for shunning devaluation are without foundation. He contends that 
the main hope for Germany’s four-year plan lies in abandoning the 
barren peak on which the mark now dwells in solitary state, and 
meeting the devalued currencies on their own ground below. For the 
sake of world peace it is to be hoped that Dr. Funk will read and digest 
these pages. 


J. K. HorsErtetp. 


Common Stock Prices, 1871-1937. By A FRED CowLEs 3RD and 
Associates. Cowles Commission for Research in Economics, 
Monograph No. 3. Principia Press, Bloomington, Indiana. 
1938. Price $6. 


This 500 page (royal octavo) work contains about 400 pages devoted 
to tables and charts of monthly and annual index numbers of common 
stocks in U.S.A., those for All Stocks and for the major subdivisions 
covering the period 1871 to 1937. In all, seven series are given in 
respect of each of 69 groups or sub-groups, 30 of these commencing 
not later than 1901. The seven types of index-numbers measure :— 


(1) Stock Prices (Monthly and Annual). 

(2) Stock Prices including Cash Dividends (Monthly and 
Annual). 

(3) Yield Expectations (Monthly and Annual). 

(4) Yields (Annual). 
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(5) Dividend Payments (Annual). 
(6) Earnings, Price Ratios (Annual). 
(7) Earnings (Annual). 


The authors have co-operated with the Standard Statistics Company, 
whose figures are utilised for some of the series after 1918 and whose 
current figures can be used for keeping the Cowles Commission Series 
up to date. 

“ The index-numbers of stock prices are intended to represent (ignoring 
brokerage, etc., and taxation) what would have happened to an investor’s 
funds if he had bought at the beginning of 1871 all stocks quoted on the 
New York Stock Exchange, allocating his purchases among the individual 
issues in proportion to their total monetary value, and each month up 
to 1937 had by the same criterion redistributed his holdings among all 
quoted stocks.” In other words, the series are calculated on the chain 
base system, the links being the averages of the month-to-month 
percentage changes in market prices weighted by the market value 
of shares outstanding in each case. 

From the definition quoted above, it will be realised that the 
number of companies included is considerable! The list occupies 
19 pages in double columns! Though for practical purposes general 
index numbers based upon a selection of 50-100, or even less, repre- 
sentative shares are usually adequate, there is little doubt as to the 
value, for purposes of reference, of the comprehensive records which 
have been compiled by the Commission, more especially of the 
subsidiary index numbers relating to individual industries, etc. 

The book contains some discussion on the divergence between the 
movements of published U.S.A. security index-numbers and indicates 
the absence of essential adjustments in the data used in the calculation 
of some of them. But there seems to be no reference to the fact that, 
if methods of calculation and weighting are appropriately chosen, 
security index numbers may be compiled to measure other aspects 
of stock exchange movements besides that of investment. The 
Cowles’ series are clearly investment index numbers. 

As anticipated by the authors, the use of means of highest and 
lowest prices as approximations to the monthly averages (to avoid 
a prohibitive amount of labour) is a matter for criticism; some 
distortion in monthly indexes might arise from this method, though 
the annual averages are unlikely to be affected. 

The book is well printed; the tables are clear and well spaced 
for easy reference. The charts are drawn on logarithmic scales, 
ensuring proportionate comparison of movements during the 67 
years covered. 

A most useful section is Appendix I, which contains summary 
descriptions of the chief common stock index-numbers of the United 
States and of 21 other countries, with sources. 


K. C. Smitu. 
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Some Australians Take Stock. Edited by J. C. G. Kevin. 
Longmans, Green & Co. ix + 241 pp. Ios. 6d. 


At first sight, this volume may seem to contain a rather odd assort- 
ment of essays,! but an Australian abroad recognises that the subjects 
covered, although not all related, are those in which non-Australians 
appear to be most interested. Those who are familiar with Australian 
general and economic literature, or even have read only Professor 
W. K. Hancock’s book on Australia, will find few “new” facts in these 
essays. Such persons, however, are rare and this enhances the value 
of the book. The Editor, in his preface, says that he hopes that the 
opinions expressed will be useful to “ those many people in this country 
who are genuinely anxious to appreciate the Australian point of 
view,” and it is only necessary to qualify this slightly by saying that 
on many important matters there is no single, or even predominant, 
Australian point of view, and that several of the contributors are 
evangelists for their own intelligible, but not necessarily “ the 
Australian ”, point of view. 

An excellent opening chapter by an anthropologist fervently 
advocates steps which should be taken to launch the Australian 
Aborigines “on the strange and unpredictable path of a primitive 
people preserved to some end which at the moment is clear to very 
few”. ‘The second chapter, as its title “ Botany Bay ” clearly suggests, 
deals with the period of “convictism” ; it clearly shows the limited 
effect which this had on Australia’s development. The characteristics 
of Australian speech are discussed in the chapter on “ Accent ” 
wherein the writer suggests that the Australian dialect has immense 
possibilities for vigorous growth. The author of the chapter on 
“Foreign Policy ”, who has ably edited the book, makes a plea for a 
more enterprising Australian foreign policy, based apparently upon his 
sincere belief in the early phase of the “Chamberlain Policy”. He 
sets forth many wise suggestions for encouraging a better Australian 
appreciation of foreign affairs and for the improvement of Australian 
diplomatic representation abroad. Another writer gives reasons why 
Australia’s more ambitious sons seek careers abroad, in a chapter 
entitled the “Export of Talent”. An excellent summary of the 
history and platforms of the political parties is given in the chapter 
on “ Politics”, but the author, in his endeavour to show how the 
federal constitution has thwarted the efforts of the Labour Party to 
gain power and how it precludes the application of a socialist, as 
distinct from a reformist, programme, overstates his case. 

The economist will be interested in his references to the federal 
constitution, and even in this inadequate review of the “‘ non-economic ” 


1“ The Aborigines” (Dr. W. E. H. Stanner); “ Botany Bay ” (L. R. McIntyre); ‘“ Blanks 
on the Map ” (Dr. I. Clunies Ross) ; ‘‘ Accent ” (T. S. Dorsch) ; 3 ‘‘ Politics’ (R. W. G. Mackay) ; 
“ Japan or Manchester?” (Dr. F. C. Benham—an “ ae ae ” Australian); ‘‘ The Export of 
Talent” (J. V. Connolly); ‘Foreign Policy” (J. C. G. Kevin); ‘‘ Migration” (Professor 
A. G. B. Fisher). 
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chapters of the book some reference must be made to the statement 
that the Australian Loan Council works in such a way that “a State 
Government has no real control even in those fields which are entrusted 
to it and, of course, in such a case the Federal Parliament has no 
power”. The Loan Council has really done a great deal to harmonise 
federal financial relations. There are difficulties, it is true, in determin- 
ing the correct proportion which each of the seven governments of the 
federation should receive from the limited loan moneys available. 
But, even though there is scope for scientific-cum-political investigation 
into this matter, and for long-range development planning, the formula 
by which, when the Council is not unanimous, the loan programme is 
allotted (one-fifth of the total for the Commonwealth Government 
and the remainder divided among the States according to the amount 
allotted to each State during the five previous years) is, with all its 
limitations, at least a viable arrangement. 

The chapters of a primarily economic nature are to a large extent 
interlocking and in the main they expound what has come to be 
regarded by economists in Australia as sound doctrine. ‘ Blanks 
on the Map” describes with the aid of useful maps the climatic and 
geographic controls of settlement and explains that 2,000,000 square 
miles of Australia are “ destined to carry only a very slight population 
to the end of time ” and that while the remaining 31 per cent. of the 
country can provide a great increase in agricultural production, the 
degree and rate of increase depends on the economic factors and 
conditions of international trade. Australia’s international trade 
problem is considered in the chapter “ Japan or Manchester ?”’. 
Consideration of probable changes in the British population, standards 
of living and agricultural policy leads to the conclusion that Australia’s 
biggest market for primary products (Great Britain) “is more likely 
to contract than to expand in the future”. A clear and searching 
analysis of the consequences for Australia of the Ottawa policy 
suggests that “in the long run” it would be to Australia’s advantage 
if ‘international trade were promoted by scrapping or modifying the 
Ottawa system ”. In support of this contention it is pointed out that 
Australia gets no preferences in the British market on her wool and 
gold, and that the preferences on her wheat, lead and zinc do not 
amount to much. Even if British preferences were taken away from 
her butter, meat, etc., she would still sell some of these commodities 
to Britain, while the portion of such trade that she would lose would 
be the least profitable part; the Australian consumer subsidises 
the British consumer’s purchases of butter, sugar, raisins and currants ! 
The writer stresses the potential importance of the Japanese market, 
which before the Sino-Japanese war, was Australia’s second best 
export field. 

The suggestion that Australia should more carefully explore the 
potential markets of depressed living standard countries, such as in 
Asia, is also made in the scholarly chapter on “ Migration”, which 
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concludes the book. Two limiting factors, however, are mentioned. 
The improvements in habits of food and clothing which are needed 
in the depressed living standard countries are likely to be associated 
with improvements in local agricultural technique, and there are 
difficulties in getting a changed Australian outlook towards imports 
from low-wage countries. 

The writer on Migration explains that the recent reversal of the old 
stream of migration from Great Britain is due to the fact, not that 
Britons are kept out of Australia, but that they no longer want to go in. 
This is partly explained by the improvement in the position of the 
average man in Great Britain—not by a fall in economic standards in 
Australia—and partly by the fact that there is no longer the urgent 
world demand for expansion in the output of those goods which 
Australia is best fitted to produce. The author considers the 
Australian industrial structure will become more diversified “ irrespec- 
tive of the vagaries of tariff policy,” but that those who believe that 
this necessitates inducing further large-scale migration are too much 
“influenced by the static habit of mind”. Even on grounds of defence 
it can scarcely be urged seriously, he says, that a population, for 
example, of 9 millions will be much more effective than a population of 
7 millions. The fact that the largest net migration into Australia in 
a single quinquennium was 224,000 in 1881-5, when there was rapid 
economic expansion, suggests that by the time the arbitrary figure 
of 9 millions is reached Australia’s fate will be long decided. Despite 
the dominantly British character of the Australian population he 
feels that the contributions made by non-Britishers to Australian 
development have not always been recognised, and he doubts the 
advantages of a completely homogeneous population. In his view 
a generous attitude towards the entrance of refugees would be in 
accordance not only with the dictates of humanitarianism, but also 
with Australia’s economic interests. 

In this chapter the author also points out that the proportion of 
the total population employed in such work as art, literature, science 
and so on, “ which are the real test of the growth of civilisation,” is 
larger than it was, but that the most suitable environment for another 
large fraction of these services is to be found in highly developed 
countries where population is already dense. This is one reason for 
the reversal in recent years of the flow of migrants from Great Britain, 
some of the personal reasons for which are suggested in the earlier 
chapter entitled “The Export of Talent”. The powers of self- 
analysis and criticism, as well as of exposition, which are displayed 
in this book may suggest the benefits to Australians, if not to Australia, 
of the “export of talent ”’—for the contributors themselves are either 
permanently or temporarily absent from Australia—but it is probably 
not too much to regard its authors as exhibiting signs of Australia’s 
progress to mental maturity. 

H. R. Ranperson. 
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Marketing of Raw Cotton in India. By M. L. Dantwara. Longmans, 
Green. 1937. Rs. 6. 260 pp. 


Mr. Dantwala has contributed a particularly interesting and valuable 
volume to the Bombay Series of Studies in Indian Economics. Ever 
since the Royal Commission on Agriculture in India emphasised the 
urgent need for improvements in the marketing and finance of staple 
Indian crops, this subject has attracted widespread attention. The 
reports of the Provincial Banking Committee, issued a few years later, 
also devoted much space to a description of existing methods and 
the need for better agricultural credit facilities. As a result the 
Government of India appointed an Agricultural Marketing Adviser, 
in 1935, with a central staff of 18 officers, and by the end of the year 
no less than 92 full-time officers and 223 assistants had been appointed 
in the Provinces. A number of preliminary local surveys have already 
been made, and a valuable central report on wheat has already been 
issued. 

But this method of approach takes time, whilst the need for a clearer 
understanding of the problems involved and for the initiation of 
reforms is urgent, particularly as the requisite reforms call for action 
by traders and trading associations, as well as by the Government. 
A warm welcome should, therefore, be accorded to Mr. Dantwala’s 
attempt to fill the gap in the case of India’s largest money crop, 1.e., 
cotton. 

The present study is the first systematic attempt to study the 
marketing and finance of raw cotton from the peasant’s holding until 
its final sale either in India or for export. Previous studies have 
never attempted a complete picture. The Royal Commission on 
Agriculture, for instance, ignored the whole series of problems which 
centre round the Bombay “Futures” Market. Bills, designed to 
reform the present unsatisfactory state of affairs, were introduced 
in 1930 and 1931, it is true, but these were defeated, and no solution 
has yet been found for the thorny problems involved. Great ignorance 
prevails, except amongst those actually engaged in “ Futures ” dealing, 
even with regard to the actual methods employed, whilst there is 
urgent need for scientific study and serious discussion of the whole 
subject. Mr. Dantwala reveals a sound grasp of the theoretical and 
practical aspects of this question, and presents a penetrating analysis 
of the main problems involved. No such account has hitherto been 
available for the student and general reader. It may, for instance, 
be asked how many even of those who refer glibly to “ organised 
trading in cotton in Bombay ” realise that although there are no less 
than five separate forms of recognised “‘ futures ” contracts in Bombay, 
only some two million bales, out of a total annual production of five to 
six million, of Indian cotton are tenderable against these contracts ? 
From this fact alone, and from the alarming prevalence of unregulated 
gambling in cotton, of which Mr. Dantwala gives ample evidence, it is 
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obvious that the existing system fails to provide adequate machinery 
for risk-bearing and risk-sharing, and gives rise to overwhelming 
opportunities for undue speculation. 

Mr. Dantwala also throws considerable light on the part played 
by middlemen and the results of their activities. It has been customary 
to condemn Indian middlemen as predominantly “ sharks,” who earn 
undue profits at the expense of ignorant and “ weak” producers, and 
prevent the latter from obtaining a fair price for their products. Mr. 
Dantwala does not, of course, deny the weak position of the peasants. 
He urges that orderly marketing would help to break the present 
vicious circle, whereby small returns lead to inefficient production, 
and inefficient production entails small returns. But he does show 
not only that the middlemen perform essential services which could not 
under existing circumstances be performed by the peasants themselves, 
but also that they do not by any means always secure high profits. 
On the contrary competition is so keen that over a considerable period 
the price obtained for cotton in small, up-country markets was actually 
continuously above the parity price prevailing in Bombay. 

Mr. Dantwala is less reliable in his references to the course of events 
and policies pursued outside India. For instance, his account of the 
A.A.A. is somewhat uncritical and misleading, and he refers to the 
“success of the A.A.A.,” as shown by the rise in cotton prices between 
1932 and 1935, without even mentioning the harvest failures of 1934 
and 1935. 

In a future edition the value of this study would be greatly enhanced 
by the inclusion of an account of recent developments in marketing 
organisation and “‘ futures” dealings in a number of central markets 
in the interior. This subject is entirely ignored, and, indeed, the 
reader is left with the erroneous impression that “ futures” dealings 
are at present conducted only in Bombay. It may also be suggested 
that the author’s plea for the extension of co-operative marketing 
would be greatly strengthened by a comparison of the costs of marketing 
by co-operative and non-co-operative methods. 

Vera ANSTEY. 


France Faces Depopulation, By J. J. Spencter. Duke University 
Press, North Carolina. 1938. xi + 313 pp. $3.00. 


In 1930 Professor Spengler produced the standard study of the 
comparative fertilities of native and foreign born women in New 
England. Since then, in spite of the pressure of other work, he has 
found time to make many further contributions, especially in the 
field of population theory and policies. Two in particular, “ French 
population theory since 1800” (fF. P. E., October and December, 
1936), and “ Birth prevention in France” (Marriage Hygiene, May and 
August, 1936), which are examples of penetrating research, may be 
regarded as interim reports on the subject which has long occupied 
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first place in his interest—population movements and policies in France. 
And now, in the book cited at the head of this review, we are fortunate 
enough to have the results of Professor Spengler’s meticulous examina- 
tion of the subject. 

The book falls broadly into three parts. The first discusses the actual 
growth of the French population from 1700 to the present day, and 
contains a careful analysis of the validity ot the pre-census estimates. 
It also presents what is known about differential fertility in France, 
understanding by this term both regional and class differences. The 
second part focusses on the innumerable expressions of concern at 
threatened depopulation which have been heard in France since the 
fifteenth century, and on the manifold explanations which have been 
given for the decline in French fertility. The remainder of the book 
is concerned mainly with the translation of population theory into 
practice, the results on fertility and migration, and with a final con- 
sideration of the general bases of population policy and the 
contradictions in the French system. 

An outline of the general conclusions would take the following 
shape: At all times concern has been expressed at the low rate of 
growth of the French population, or at the likelihood of a future fall 
in numbers. In the mercantilist period this concern arose from assum- 
ing an inevitable correlation between numbers and prosperity, and this 
belief is still promment. But fear of invasion and of defeat in the 
event of war are now much more important factors, and it is doubtful 
if the welfare of the average man is seriously considered in deciding © 
upon the desirability of promoting population growth. It is important 
to note, however, that pro-natalist propaganda is largely left to 
unofficial bodies, such as the Alliance Nationale and the Fédération des 
Familles Nombreuses, though the unofficial bodies are represented on 
the Conseil Supérieur de la Natalité, which is attached to the Ministry 
of Health. But in spite of the endless propaganda, relatively little is 
spent to improve the economic conditions of families in general, 
though the various pro-natalist associations are continually urging 
increased financial help. It is true that there is a widespread family 
allowance system, legally obligatory, and supported almost entirely 
by levies on private employers. But the allowances are generally 
small in relation to basic earnings. There is also a system of taxation 
exemptions and rebates, reduced fares, assistance in house purchase and 
construction, and social insurance measures. But taken as a whole, 
the expenditure on family encouragement is very much less (one-third 
in 1936-7, according to Professor Spengler) than the amount spent on 
military and air defence, though population measures are being 
increasingly regarded from the point of view of defence. It is not, 
therefore, surprising that fertility is still declining in France. The net 
reproduction rate for the whole country has fallen from 0.930 in 
1930-32 to 0.880 in 1936, and in 1936 fifty-one of the ninety Départe- 
ments had rates below unity (see data by P. Depoid in Revue de 
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P Alliance Nationale, October, 1938, and in Population, August, 1938). 
Fertility is higher in France than in this country, but it is nevertheless 
still declining, and the population measures cannot have done more 
than slow down the rate of decline. 

But this is merely a bare indication of a part of the vast collection 
of material contained in the book. Professor Spengler has in fact 
read practically everything that has been written on the subject, by 
Frenchmen and others, and this is particularly impressive because 
more has been written about French population movements and 
policies than on comparable problems in any other country. Nor is 
it just a matter of reading. The facts collected and views expressed 
by different writers have been carefully weighed and synthesised, 
and discussed in relation to the economic and social framework of the 
country. There is no comparable study by any other author, either 
for France or for any other country, and France Faces Depopulation 
will immediately become the standard work on the subject. The 
present reviewer wishes to record his appreciation of what he must 
regard as the finest single contribution to demographic sociology it 


has been his privilege to read. 
D. V., GLass. 


The National Income of Hungary, 1924-5—1936-7. By Martrutas 
Matotcsy and STepHEN Varca. P. S. King and Son. 1938. 
viii + 116 pp. I5s. 

The National Income of Australia. By Coin Crark and J. G. 
Crawrorp. Angus & Robertson. 1938. viii + III pp. 3s. 6d. 


The Hungarian inquiry works on a definition of the national income 
which is similar to that used by Colin Clark in his The National Income, 
1924-31, which is quoted with approval. Apparently at the time 
the Hungarian work was written Clark’s later definition, appearing 
in National Income and Outlay, was not available. In these circum- 
stances it is interesting that Clark’s earlier definition is rejected when 
it says: “Where taxation is levied upon particular commodities 
and services, such as the customs and excise duties on commodities 
or the entertainment tax, such taxes are not included in the selling 
value.” It is argued that indirect taxes raise prices and hence the 
nominal national income, but that when the nominal income is adjusted 
by a price index it is shown that real income has not increased. This 
is the conclusion that Clark came to in National Income and Outlay. 

Messrs. Matolcsy and Varga keep consistently in mind the necessity 
of correcting money values for changes in the value of money. Their 
statement that “the amount of the national income has no meaning 
except in connection with the price level”? would probably not find 
universal acceptance, especially amongst economists interested in 
monetary theory and the trade cycle. Nevertheless this predominant 
aim makes for a certain clarity, and with only this aim in mind one 
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agrees with the decision to include indirect taxes in the national 
income, whereby the national income is increased if the Government 
changes over from direct to indirect taxation. 

The other disagreement with Clark is of a more controversial nature ; 
it might partly be due to the fact that a single definition is not 
necessarily suitable for all countries, especially where the activities 
of the governments differ. Clark includes services provided freely 
by the state at cost, the Hungarian study excludes all expenditure 
by the state, when that expenditure is of taxation. Theoretically 
certain expenditure by the state should be included, they argue, 
but such expenditure is small and often eludes statistical approach. 
An example is expenditure incurred for public concerts and shows, 
whilst certain subjective values would be included if it were possible, 
such as “ the intense pleasure derived from a visit to a picture gallery 
—which the entrance fee does by no means measure.”’ One is surprised 
at the desire to measure consumers’ surplus, and at a personal expression 
of opinion as to the value of art galleries in an objective book. 

But why, in general, should government expenditure of taxation 
be excluded? Because services provided freely by the state are 
rarely additions to the national income, they only ensure the main- 
tenance of the present level of production. It is not a question of 
the productivity of the civil service, public administration is certainly 
productive, but the value has already been included in the value 
of the goods and services available for consumption. The argument 
sounds good, but the example is not convincing. This example is 
education, which is a cost of maintaining capital intact. A proportion 
of educated persons dies each year, and the cost of education is 
predominantly a cost of replacing the knowledge lost. If there is a 
net increase in knowledge each year, and if that increase could 
be measured, that increase only should be counted as income. But 
why stop with education ? Is not the whole cost of rearing children 
necessary to replace people growing old? Is not much of the food 
and clothing consumed by adults necessary to maintain the labour 
force? If the argument is carried to its logical conclusion we discover 
that much of what is normally considered to be national income is 
simply a depreciation charge on human capital. Probably it is better 
to adopt the convention that individuals are not capital. 

This exclusion of government expenditure from the national income 
means that the sum of individual incomes exceeds the national income, 
for schoolmasters and civil servants have incomes, yet their services 
are not reckoned in national income. Apparently expenditure of 
the government on materials is counted in the national income, being 

art of the output of industry. Excluding the value of unpaid domestic 
work, the following are figures for 1936-7 :— 

Total of individual incomes ue .. 4,556.2 million pengés 

National income... dy ie 4,227.5 million pengds 

Production of material goods tis .» 3,983.5 million pengés 
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An estimate made of the value of services rendered by wives is 
interesting. It is assumed that married women work half-time in 
doing domestic work if they have no other occupation. In towns 
this work is valued at the rate applicable to domestic servants, in 
the country at half the rate paid to female labourers in agriculture, 
for only the weaker women do housework. 

The base years for the price index and volume of the national income 
are the three years 1924-5 to 1926-7. The first of these years does 
not seem a suitable year to take, for the income both in volume and 
value was then much lower than in the two following years. The 
volume per head of the national income was 104 between 1925-6 
and 1927-8, rose to IIo in the following year, fell to 94 in the depression 
and rose to a record figure of 120 in 1936-7. The nominal value in 
1936-7 was still considerably below the peak. 

The Australian study is apparently intended for more popular 
reading than the Hungarian one. It includes not only estimates 
of the national income of Australia, but a chapter of advice on how 
Australia should be governed, and hints that bankers should abandon 
their traditional views. The advice offered is the now common one 
of providing public works to find an outlet for savings and offset the 
slump. The Australian only spends §2 per cent. of any increased 
income on home produced consumption goods and services, and saves 
23 per cent., the remainder being used to purchase imports. Outlets 
for the savings could be found in opening up new parts of the continent 
and in forestry, both expenditures which are almost certain to be 
remunerative; but most attention is given to housing. Britain with 
scarcely seven times the population of Australia has in recent years 
been building fifteen times as many houses. There is plenty of room 
in Australia for more houses, and though building costs will have to 
be reduced before building expansion becomes economic, this must 
not be allowed to obscure the still more important need of low interest 
rates. 

The basic concept of national income statistics is said to be gross 
national income produced, which is the value of all finished goods 
and services produced, together with semi-finished commodities 
which are exported or which form net additions to stocks. The 
principle object of the calculations in the book, however, is net 
national income produced, which is defined as gross national income 
minus depreciation and indirect taxation. Mr. Clark has not reverted 
completely to his first definition, he has simply decided that each 
of his definitions is appropriate for particular purposes. The main 
statistics exclude indirect taxation, but when comparisons of real 
income between years have to be made, then indirect taxation is 
included. 

The difficulty of adding incomes received in Australia is that less 
than one person in ten of the occupied population is a payer of income 
tax, the effective exemption limit since 1930 being £325. In 1933-4 
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65 per cent. of the estimated income went to non-taxpayers. Other 
information of the distribution of income is meagre. When in the 
census of 1933 Australians were asked to state to which of six income 
classes they belonged they apparently made statements on the low 
side. The only information was some figures, hitherto unpublished, 
collected by Mr. S. T. Carver of all wage and salary incomes earned 
in New South Wales in a week in July, 1933, and a study also 
for New South Wales including unearned incomes in 1920-21. 
We are not told how Mr. Carver obtained his figures. It is assumed 
that the New South Wales distribution is applicable to all Australia. 

In other respects great faith is shown in the universality of economic 
conditions. After quoting experience in the United States an addition 
is made to the national income to compensate for the writing down 
of stocks of unchanged quality and quantity when prices fell. An 
approximate estimate of trading losses is made on the basis of British 
figures. When the income method shows a national income about 
5 per cent. lower than the production method it is pointed out that 
evasion of income tax in Britain possibly amounts to § per cent. of 
the whole national income. 

An attempt is made to compare the real income per person employed 
from about 1890 to the present day, assuming throughout that work 
was on the present basis of 45 hours per week. From 1890 to 1920 
inclusive the figure remained close to {210 per year on the basis of 
prices as they were between 1923 and 1927, then it rose rapidly to 
£300 per occupied person in 1924-5 and {350 per person in 1932-3. 

H. S. Booxer. 


Public and Private Property in Great Britain. By H. Campion. Oxford 
University Press in Great Britain. 1939. xvii + 137 pp. 8s. 6d. 


Mr. Campion has two predominant aims in his book. One is to 
measure public and private property before 1914 and at selected 
dates since to compare the importance of each and changes in their 
relationship. The other aim is to measure and compare the distri- 
bution of property in private hands at the various dates. 

The first aim raises difficulties of definition and valuation which 
are almost insuperable. Personally I would have preferred a definition 
which only considers public property to exist if its value is in excess 
of the unredeemed portion of the debt incurred in obtaining that 
property. Such a definition would show public property to be very 
small indeed, or even negative if the whole of the national debt is 
allowed for. Mr. Campion thinks it impossible to have public property 
negative, so considers that more than a specific degree of public control 
makes property public; the problem is to determine the “ specific ” 
degree. The property of the Central Electricity Board and of the 
London Passenger Transport Board is closely controlled by the State, 
but as the capital is privately subscribed and the directors are primarily 
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responsible to the shareholders such property is not included as being 
public. On the other hand when local authorities borrow in order 
to buy land and build houses, to provide transport, gas, water and 
electricity the capital is still privately subscribed, but the change in 
responsibility makes the property so obtained into “ public property ”. 
The distinction is not very sharply defined. 

Another disadvantage of the definition utilised is that the sum of 
private and public property exceeds total property in the country 
not only because war debt is private property against which no 
material assets exist, but because such items as houses of local 
authorities are included as public property while the debts incurred 
by the local authorities for housing are included in private property. 

Private property is valued when it changes hands, either in the 
market or at the death of the owner, thus providing the two methods 
of assessing private property.1_ Public property is difficult to assess 
because it rarely changes hands after it has been acquired, though cost, 
value of similar property in private hands, or net income derived 
from it may be of some guidance. Because of special difficulties no 
serious valuation has been attempted for two items of public property 
which are dissimilar to property in private hands and do not yield 
a net income in the normal sense. These items are roads and arma- 
ments. Perhaps the omission is wise, yet to many people these must 
seem very important. 

The proportion of total property which is publicly owned has been 
increasing gradually and in 1932-4 was between 10 and 17 per cent. 
when property belonging to charities is included in public property, 
when some allowance is made for roads and armaments, and when 
duplication is avoided by deducting Government and Municipal debt 
from the total. Professor Jewkes in an interesting introduction 
has some comments to make about the growth of public control which 
has greater social repercussions than the growth in public ownership. 

The “Estate Method” gives the amount of property in private 
hands, which is less than total private property obtained by the 
“Income Method” because total private property includes property 
of clubs, co-operative and friendly societies, livery companies and 
non-charitable institutions not subject to individual rights of owner- 
ship. Mr. Campion obtains a difference which is surprisingly large, 
being at least of the same order as the value of total public property : 


1926-8 £ millions 
Total private property Hy my 22,300 -+ 1,190 
Property in private hands (higher 
estimate) .. a ra ve 18,640 -+ 540 
.. Private property not subject to 
individual rights of ownership .. 3,660 + 1,730 
Total public property i e. 2,270 -+ 320 


1 The Income Method is simply a method of obtaining a market valuation for that portion 
of property which does not come on to the market. 
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It would be interesting if some attempt were made to measure, 
independently, private property not subject to individual rights of 
ownership. Mr. Campion is unable to explain completely the high 
figure obtained, and this figure would have been even larger if in the 
income method he had not often favoured lower estimates than those 
of other workers, as for instance when “no allowance is made for 
marketable potential wealth which i Is not at the time yielding income 
in the form of money or services ’ 

Mr. Campion concludes that Santen individuals “ inequality has 
been lessened but property is still very unevenly distributed ”. 
Examination of the figures shows that in spite of high death diigies 
and high progressive income taxation the rate of change has been 
remarkably small. We are told “ taxation of incomes has restricted 
the growth of new fortunes ” yet, despite a falling price level, go,o00 
persons over 25 had property valued at over {25,000 in 1936 compared 
with only 70,000 in 1926-8, an increase which is relatively much 
greater than the increase in population and total wealth. It is of 
interest to note that estates are rarely kept intact by insurance, the 
premiums of which combined with income and sur-tax may in certain 
cases make taxation to be in excess of 20/- in the {. In 1936 insurance 
policies became relatively less important as estates increased, until 
for estates of over {100,000 they represented but 2 per cent. of the 
total value of such estates. 

In 1911-13 87.5 per cent. of persons over 25 were estimated to have 
property valued at less than {100, in 1936 the proportion had been 
reduced to 75.3 per cent. The margin of error is very great in these 
cases and changes might be due partly to changes in administrative 
practice as well as to changing price levels. Even so the improvement 
looks less convincing if it is said that 16.4 million persons over 25 in 
I9II-13 possessed property valued at less than {100, and that the 
number had increased to 17.2 million in 1936. This occurred despite 
the fact that an enormous amount of private property was created by 
the “ public ” in the period by borrowing. 

Mr. Campion is to be congratulated on his work. In its course he 
must have obtained many other interesting figures, such as estimates 
of the distribution of property in private hands by age groups. — It is 
to be hoped that he will publish some of these. 

H. S. Booxer. 


L’Utilité Marginale de C. Menger a F. B. Clarke. By GattTan 
Pirov. 2nd edition. Paris: Domat Montchrestien. 1938. 
323 pp. 85 francs. 

Les Théories de Péquilibre économique: L. Walras et V. Pareto. By 
Gaétan Pirov. 2nd edition. Paris: Domat Montchrestien. 
1938. 465 pp. 85 francs. 

The lectures on the history of economic theory which Professor 
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Pirou has now published in these two books were originally delivered 
at the Ecole Practique des Hautes Etudes between 1931 and 1934. 
The first editions of these lectures were published only in typescript. 
Their publication in a generally accessible form will be particularly 
welcomed by anyone concerned in teaching the history of economic 
theory as there is a serious lack of readable and comprehensive books 
on the period from 1870 to the Great War. Professor Pirou has 
evidently taken great pains to achieve lucidity in exposition and to 
avoid detailed discussion of minor points, in consequence any reasonably 
intelligent second year student would be able to make use of the books. 
. The treatment of the development of the theory of marginal utility 
in L’Utilité Marginale de C. Menger a F. B. Clarke is, however, open 
to a number of criticisms. In the first place, Professor Pirou provides 
no background to Menger’s work so that it appears as though no 
earlier economists had attempted to analyse human wants or utility. 
No doubt in the lectures preceding those published in this book Professor 
Pirou has dealt with the forerunners of the marginal utility theorists, 
but the book as such suffers from the absence of any account of these 
developments. In the second place, Professor Pirou completely 
ignores Marshall’s and Wicksteed’s work on the theory of marginal 
utility without giving any explanation of this omission. A student 
reading this book therefore would get the impression that neither of 
them made any contribution to the subject. In the third place, the 
treatment of the theory of imputation is peculiarly unsatisfactory, 
possibly because Professor Pirou does not seem quite decided as to 
whether it should properly be included in a book on marginal utility 
or not. Thus he deals with the theories of imputation of Menger and 
Wieser but is himself curiously uncritical of them. The later develop- 
ments and the attempts to solve the problem on the basis of the 
assumption of variable technical co-efficients are to all intents and 
purposes ignored. It is perhaps on this account that the latter half 
of the book seems unsatisfying. The chapters on the Austrian school, 
particularly those on Menger and Weiser, lead one to expect that 
Professor Pirou is going to display the revolutionary effect of the 
marginal analysis on economic theory in the fifty years before the Great 
War. Instead he is mainly concerned in the last five chapters with 
the development of American views as to the relation between utility 
as such and value. The discussion in these chapters is of considerable 
interest, but I think the book would have been more intellectually 
satisfactory if Professor Pirou had interpreted his term of reference 
more widely. The second book reviewed here, Les Théories del’ équilibre 
économique: L. Walras et V. Pareto, is not open to criticism of the 
same sort. It is indeed possible to disagree with Professor Pirou’s 
estimations of the importance of the contributions of Leon Walras 
and Pareto. For example, though one must agree that Walras’ work 
was of greater intrinsic originality than Pareto’s, Professor Pirou 
seems to underrate the importance of the latter’s attempt to state 
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the theory of value in objective instead of psychological terms in the 
Manuel. Nevertheless, disagreement on such matters does not really 
detract from the usefulness of the book as providing a clear and non- 
mathematical statement of the theories of economic equilibrium, nor 
does it any way diminish the interest of the account of the influence 
of Auguste Walras and Cournot on Leon Walras. In addition we © 
must be grateful to Professor Pirou for showing the inter-relations 
between Pareto’s sociology and his economics. 

Whatever the incompleteness of the first of these two books, taken 
together they form a stimulating comparative study of the two main 
lines of development of economic theory after 1870. As such they have 
interest and importance for the economist in general as well as providing 
much needed textbooks. Both books have useful bibliographies. 


Marian Bow ey. 


De la Nature de la Richesse et de POrigine de la Valeur. By AucusTE 
Watras, with an introduction by Gaston Lepuc and a preface 
by GartTan Prrou, reprinted in the Collection des Principaux 
Economistes. Librairie Felix Alcan. Paris. 1938. xv + 343 Pp- 
50 francs. iz 


Professor Pirou has rendered a great service to all students of the 
history of economic thought in republishing Auguste Walras’ most 
important book on economic theory, De la Nature de la Richesse et de 
POrigine de la Valeur. The new edition contains, as well as the main 
text, J. B. Say’s hitherto unpublished notes on it; these are of 
particular interest as much of the book is devoted to criticism of Say’s 
theory of value; their inclusion adds considerable piquancy to the 
text as Say disliked being criticised as much as most people. Auguste 
Walras’ Mémoire sur POrigine de la Valeur d’Echange is also included ; 
as it contains the most precise statement of his theory of value its 
reprint will be welcomed by all students of Walras. 

Professor Leduc’s admirable introduction is in itself a contribution 
to the history of economic theory. He:-makes it clear that the general 
impression that Auguste Walras’ importance to. economists is merely 
due to the fact that he was the father ‘of Leon and had considerable 
influence on his work is mistaken. The error it would seem arose 
because, until Leon Walras with filial piety drew attention to his 
father’s work, very few economists had heard of Auguste Walras, 
much less studied his work. Professor Leduc points out, however, 
that Auguste Walras’ challenge to the authority of J. B. Say’s theory 
of value has merits of its own, and that his attempts to derive value 
from scarcity is of considerable interest in connection with certain 
modern economists who have adopted the scarcity approach to 
economics. It might fairly be added, though Professor Leduc does 
not deal with this aspect, that the mere fact of the existence of Auguste 
Walras’ criticism of J. B. Say’s authority in French economics has 
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particular interest in comparison with the contemporary criticisms 
of Ricardo’s authority in England. 
Martian Bow Ley. 


An Outline of the Science of Political Economy. By Nassau W. Senior. 
Reprinted in the, Library of Economics, London. Allen and 
Unwin. 1938. 249 pp. 7s. 6d. 


The choice of Senior’s Political Economy as the first volume of the 
new Library of Economics will be welcomed by all economists interested 
in the development of economic thought. Though there have already 
been six editions of Senior’s main work on theory, the sixth was 
published in 1872 and in consequence it cannot be readily acquired. 
It is a remarkable indication of the neglect of Senior that although 
the main works of Ricardo and John Stuart Mill have been edited 
and reprinted several times in the last half century and even Malthus’ 
Principles of Political Economy was reprinted in 1936, we have had to 
wait until 1938 for a modern reprint of Senior’s Outline. 

The editors of the Library have included in the new edition the 
famous appendix by Senior to Whately’s Elements of Logic, “On 
certain terms which are peculiarly liable to be used ambiguously in 
Political Economy,” which was first published in 1826. (There 
appears to be a misprint in the date given on the back of the main 
title page where it appears as “ published originally in Elements of 
Logic by Richard Whately (1836) ”). This appendix is of particular 
interest in a study of Senior’s work as it contains.his earliest and one 
of his clearest statements of the relation of rent to other forms of 
income. At the same time it shows that Senior was familiar with the 
work of the more important continental economists before he started 
lecturing in Oxford. The editors have also included an analysis of 
the changes in the section headings of the Outline which Senior made 
in successive editions, but they omit to state in which editions these 
alterations first occurred. Apart from these heading changes, none of 
which are of much importance, Senior made no alterations in the text 
between the first edition in 1836 and the last edition published in his 
lifetime, the fifth edition, 1863. This was no doubt because he had 
hoped in the latter part of his life to write a new and complete book on 
principles, and attempts to bring the Outline into conformity with his 
fully matured ideas, particularly on method and on the theory of capital, 
would have involved the rewriting of large sections. 

The only criticism I have to make to the new edition is that the 

editors have reproduced the excessively small and unpleasant print 
of the old editions. It is to be hoped that their historical sense will 
weaken sufficiently to allow them to make some concession to the 
flesh if necessary in future volumes of the Library. 

The list of future publications of the Library suggests that at last 
it may become possible for every student and library to possess copies 
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of the more important works of the classical school. Every economist 
will wish the Library success. 
Marian Bow ey. 


International Economics. By P. T. Ettswortu. Macmillan, London. 
529 pp. 18s. net. 


This is a textbook on the theory of international trade and on trade 
policy. It contains chapters on the transfer problem, import quotas, 
exchange control, and other topical subjects. Professor Ellsworth 
has a gift for presenting economic analysis clearly and simply ; he has 
read all the right books ; and he has succeeded in his object of compiling 
a satisfactory and up-to-date text. 

(No signature.) 


An Approach to a Price Theory for a Changing Economy. (Studies 
in History, Economics and Public Law, edited by the Faculty 
of Political Science of Columbia University, Nr. 453.) By Mosrs 
Asramovitz. New York: Columbia University Press. London: 
P. S. King & Son. 1939. 158 pp. I4s. 


Enterprising economists have for some time devoted themselves 
to the task of working out an economic theory which deals with 
processes instead of states of rest. As these efforts gradually begin 
to bear fruit, it is comforting to learn that they all more or less cover 
the same ground. In this field, with the exception of Dr. Lundberg’s 
great pioneer work! (which so far has not found the attention it 
deserves), Professor Hicks’ Value and Capital will for some time to 
come remain the outstanding achievement. It therefore seems 
convenient to adopt it as a standard of reference for the evaluation 
of other contributions. 

With the present volume Dr. Abramovitz enters the field and 
the similarity of his approach to the Hicksian is striking indeed. 
Both authors, spurning the homely hearths of the Stationary State, 
feel the call of the wild, unexplored World of Change. Both construct 
models in which the principal categories have time-dimensions, both 
analyse dynamic processes in terms of entrepreneurial investment 
plans, both struggle bravely with the indeterminateness of expectations. 
With a common object of study and a common theoretical background 
the differences in nuances and emphasis become all the more significant. 

Contrary to Professor Hicks, Dr. Abramovitz does not first lay 
the solid basis of static equilibrium theory before climbing the lofty 
heights of Dynamics. In ch. II (pp. 22-64) he examines at some 
length those attempts, centring around the “cobweb theorem ” 
which have been made to introduce Time into the framework of 
traditional theory. At the end of the chapter his dissatisfaction 
with all attempts to patch up equilibrium analysis in a world of change 
has grown so intense that he decides to drop it altogether. 

It would seem, however, that here our author has poured out the 

1 Erik Lundberg, Studies in the Theory of Economic Expansion, 
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baby with the bath-water. Whether or not there is in reality a 
“tendency towards equilibrium” (and whatever that may mean), 
equilibrium analysis is the only method known which allows us to 
test simultaneously the internal consistency of the economic plans 
of a number of individuals und—in a free exchange economy—the 
mutual compatibility of these plans. And the baby’s ghost does not 
fail to take its revenge in due course. For in the latter part of the 
book it becomes painfully evident that Dr. Abramovitz in his scorn 
for all equilibrium analysis has effectively barred himself from all 
process analysis. 

For the study of a world of change the most appropriate procedure 
appears to be this: to start with the (dated) production plan of the 
firm, thence to proceed to intertemporal (partial) market analysis, 
to continue with the study of the “temporary equilibrium of the 
whole system ”, and to end up with process analysis in terms of time- 
sequences 2 Ja Lundberg. Dr. Abramovitz’ disdain for equilibria 
naturally leads him to avoid market analysis altogether, and all 
he has to offer us after the first step is (in ch. VII) a rather half-hearted 
attempt to work out the investment plan “for an industry ” which 
must be so small as not to affect total incomes ! (footnote 13 on p. 128). 
Occasionally, however, our author’s innate good sense and acute 
understanding get the better of his anti-equilibrium outlook, and 
his examination of “the industry ”’ runs in terms of a “standard 
plan” which is defined as “that set of investments whose results 
bear out the expectations of the entrepreneurs ” (112), in other words : 
which would maintain equilibrium over time. 

It seems a pretty safe guess that until it is generally realised that 
dynamic equilibrium theory is nothing else but a generalised theory 
of the forward market, our progress in this direction will be extremely 
slow. In fact, it is readily seen that the introduction of expectations 
will sooner or later force this course upon the theory.1 For expectations 
involve intertemporal price-relations, but these cannot be made 
determinate without an intertemporal market. 

It is most depressing to see Dr. Abramovitz stopping short of such 
intertemporal market analysis while he has all the material necessary 
for it in his hands. Again and again, in his interesting comments on 
speculation, in his discussion of the dynamic function of the carry- 
over (pp. 47-50) he has the ball at his feet; but with disconcerting 
regularity he refuses to kick it in a theoretical direction. 

These few critical remarks are not meant to detract from the intrinsic 
value of a book which is a most welcome piece of pioneer work. They 
are rather intended as a tonic to the theoretical impulses of the 
author who in the preface has warned us that, dismayed as he is, 
he will quit theory altogether. There are many paths leading into 
the unexplored World of Economic Change. They all need careful 
reconnoitring, and we cannot afford to lose a single man. 

1 Cf. Mr. Hawtrey’s excellent remarks on this point in his review of ‘“ Value and Capital’, 


Fournal of the Royal Statistical Society, Vol. C11, Part II, 1939, pp. 3¢9-10. 
L. M. Lacumann. 
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Recent Important Foreign Books 
on Economics 


The Librarian of the British Library of Political and Economic Science 
has made arrangements, as a supplementary check to the purchases of the 
Library, to receive regularly every quarter from competent foreign scholars 
lists of the most important books in their respective fields of study published 
in their own countries (or languages as the case may be) during the preceding 
three months. It appeared to the Editorial Board of Economica that these 
lists might prove useful to other institutions, and the lists of books on 
economics will therefore be published regularly in future issues of Economica. 
It must be understood, however, that the Editorial Board of Economica 
accepts no responsibility for the selection of the books included in the list. 


FRENCH BOOKS 
(Selected by M. Robert Marjolin). 


Perroux, Francois: Cours @Economie Politique. Were éd. Paris. Vol. I. 

Prrov, Gaztan: Introduction a PEtude de VEconomie Politique. Paris. 
BOR °PP* 

Rist, CHaries, and Prrov, Garran, Eds.: De la France d’ Avant-Guerre a la 


France daujourd-hui: 25 ans d’évolution de la structure économique et 
sociale francaise. Paris. 592 pp. 


ITALIAN BOOKS 
(Selected by Professor Luigi Einaudi). 


CatranEo, Carto: Saggi di Economia Rurale, a cura di Luigi E1naudt. 
Turin. 388 pp. 


Cournot nella Economia e nella Filosofia: (a symposium by Amoroso, Baudin, 
Bordin, de Pietri Tonelli, etc.). Padua. iv, 245 pp. 


LorEenzont, Giovanni: L’Ascesa del Contadino Italiano dopo la Guerra. 
(Inchiesta sulla Piccola Proprieta Coltivatrice Formatasi nel dopo Guerra). 


Rome. 437 pp. 
Serpier!, Arrico: La Stima dei Beni Fondiari. Florence. viii, 314 pp. 
Vitro, Francesco, and others: Gh Ageruppamenti di Imprese nell’ Economia 
Corporativa. Milan. viti, 220 pp. 
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Books Received 


Asramovitz, M.: An Approach to a Price Theory for a Changing Economy. 
Columbia University Press, New York. 1939. 158 pp. 14s. 

Amoroso, L., etc.: Cournot. Cedam Padova, Italy. 1939. 243 pp. L.20. 

Anastasiu, O. A.: Die Kontrollsteuern. Krafft and Drotleff, Sibiu-Hermann- 
stadt. 1939. viii, 176 pp. 

Bank or Greece: Report, 1938. Athens. 1939. 48 pp. 

Bartuoun, P.: Les Conséquences Economiques des Sanctions. Librairie du 
Recueil Sirey, Paris. 1939. 200 pp. 

Beitrdge zur Pensionsversicherung im Deutschen Reich. Verlag von E. S. 

_ Mittler & Sohn, Berlin. 1939. 125 pp. 

BeveripcE, Sir W.: Prices and Wages in England. Vol. 1. Price Tables: 
Mercantile Era. Longmans, Green & Co., Ltd. 1939. ix, 756 pp. 
31s. 6d. 

Boarp oF TRADE: Report by the Food Council 1938. H.M.S.O. 1939. 
32 pp. 6d. 

Breycua-VauTuikr, A.C. de: Sources of Information. George Allen & Unwin, 
Ltd. Columbia University Press. 1939. 118 pp. 5s. 

Cattaneo, C.: Saggi di Economia Rurale. L. Einaudi (Ed.). Giulo Einaudi, 
Turin. 1939. 338 pp. 

CuineseE AutHors: Agrarian China. George Allen & Unwin, Ltd. Intro- 
duction by R. H. Tawney. 1939. xvili, 258 pp. tos. 6d. 

Crark, C.: A Critique of Russian Statistics. Macmillan & Co., Ltd. 1939. 
v, 76 pp. 6s. 

ConFERENCE PERMANENTE Des Hautes Etupes_ INTERNATIONALES: 
Roumanie. Institut International de Cooperation Intellectuelle, Société 
des Nations, Paris. 1938. 144 pp. 

Durant, R.: Watling, A Survey of Soctal Life on a New Housing Estate. 
P. S. King & Son, Ltd. 1939. xiv, 128 pp. 7s. 6d. 

The Dynamics of Automobile Demand. American Statistical 
Association and the Economic Society in Detroit, Michigan, December 
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The Theory of Foreign Exchanges’ 
By F. Macuiup 


PART I 


1. Excessive specialisation has led to the disturbing fact 
that the techniques developed in economic theory are 
insufficiently employed in the various applied fields. The 
courses and textbook chapters on Money and Banking, 
Cycles, International Trade, Transportation, Public Utilities 
and others—are all cases in point. The beginning student 
of economics wonders why he had to waste time on the 
“useless” tools of analysis that were presented to him 
in Value Theory and which he never afterwards found of 
service when he came to the applied fields. 

One of the objectives of this article is to show how the 
simple curve analysis can be used to advantage in the theory 
of foreign exchanges. The presentation here will be an 
abridged statement of the essentials.2_ An exposition in a 
textbook or in class would of course have to be less con- 
densed and would have to include numerous illustrations 
in order to cover the abstractions with realistic dressing. 

Another objective of the article is to incorporate into 
the theory of foreign exchanges relevant results of recent 
work in monetary economics. New practices of exchange 
stabilisation funds, on the one hand, new or modernised 
economic doctrines on the other hand?’—both developed 
only during the last few years—make it necessary to rewrite 
foreign exchange theory in significant parts. An attempt 
in this direction will be made, especially in the later sections 
of this article. 


1 Owing to the outbreak of war, it has not been possible for Dr. Machlup to correct the 
proofs of his article.—Editor. 

2 Much of the subject matter presented here is based on Professor Haberler’s International 
Trade. 

3 We refer only summarily to the contributions by J. M. Keynes, The General Theory of 
Employment, Interest and Money ; Arthur Gayer, Monetary Policy and Economic Stabilisation ; 
G. von Haberler, Prosperity and Depression ; Jacob Viner, Studies in the Theory of International 
Trade; F. A. von Hayek, Monetary Nationalism and International Stability; P. Barrett 
Whale, “International Trade in the Absence of an International Standard,” Economica, 
1936, “‘ The Work of the Pre-war Gold Standard,” Economica, 1937; F. W. Paish, “ Banking 
Policy and the Balance of International Payments,” Economica, 1936; Thos. Balogh, “‘ Some 
Theoretical Aspects of the Gold Problem,” Economica, 1937. 
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Section I will lay out the conceptual scheme and some 
simplifying assumptions for the demand and supply analysis 
of the foreign exchange market. Section II will discuss the 
factors that determine the elasticities of supply and demand 
on a foreign exchange market when transactions result 
exclusively from commodity trade between two countries 
with independent currencies. Section III will deal with the 
effects on foreign exchanges of capital movements, unilateral 
‘payments, and payments for services, between countries 
with independent currencies. Section IV will introduce the 
assumptions of the gold standard in its old and modern 
forms, and will discuss the causes and effects of gold flows 
between the countries concerned. Section V will examine the 
supply and demand conditions on a foreign exchange market 
under the influence of private pegging and speculating 
activities, with special consideration of their effects upon 
interest rates. 

Section I 


2. For the sake of simplicity we shall combine the spot 
and forward exchange markets, and also the foreign exchange 
markets at the domestic place (say New York) and at the 
foreign place (say Paris), into ome perfect market. These 
assumptions might be easily dropped at any stage of the 
analysis, in order to demonstrate the functioning of specula- 
tion in spot and forward exchanges, and of arbitrage between 
the local and foreign markets. Such demonstrations would 
prove that the merger of all these partial markets into a 
single foreign exchange market with the one currency as 
the “commodity” and the other currency as ‘“‘ money ” 
assumes little away from the facts of the real world. 

It is not difficult, for example, to translate the demand 
for dollars on the Paris market into a supply of francs on 
the combined foreign exchange market, and likewise the 
supply of dollars on the Paris market into a demand for 
francs on the combined foreign exchange market.! 


1 It is a good undergraduate exercise to practice such a translation : starting from a demand 
curve for dollars in terms of francs the amounts of dollars are shown by the horizontal axis (x), 
the amounts of francs offered in exchange for these dollars are shown by the rectangle (x y); this 
gives a supply curve of francs for dollars where the abscissae correspond to the values of the 
rectangles in the original demand curve, while the ordinates on the new supply curve, i.e. 
the prices of francs in terms of dollars, correspond to the quotient of the abscissae divided by 


SS 
the values of the rectangles (<) of the original demand curve. The analogous calculation 


has to be done in order to transform the original supply curve of dollars in terms of francs 
into a demand curve for francs in terms of dollars. This,sounds complicated—yet every 
sophomore ought to be able to do it, or he has never grasped the meaning of demand and 
supply curves. 
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To simplify further we shall speak of two countries only. 
The abstraction from the existence of more than two 
countries could be immediately dropped, if the device were 
adopted to treat the “rest of the world” as the second 
country, and some composite of the various currencies as 
the foreign exchange. It is, however, less confusing to 
discuss matters first with reference to two countries only. 

3. In good analytical fashion we shall examine the 
various sources of supply, and purposes of demand, one by 
one. Let us thus take commodity trade between the two 
countries as the first thing to be isolated. 

If commodity exports are to be the only source of supply 
of foreign exchange, and commodity imports the only 
purpose of demand, we have to abstract from the gold 
standard in its various forms. Sales of gold constitute a 
supply of foreign exchange, and gold purchases demand 
for foreign exchange. Gold movements will be introduced 
only at a later stage of the analysis. 

If commodity trade is to be the only factor behind supply 
and demand on the foreign exchange market, we have to 
abstract, furthermore, from the supply out of old stocks 
(foreign balances held by individuals, banks or official funds) 
and out of new debts (due to foreigners), and from the 
demand for foreign exchange for purposes of accumulating 
new stocks of foreign balances and of reducing old debts. 
In short, foreign lending and borrowing, i.e. the acquisition 
and diminution of foreign balances and debts, is at this 
stage ruled out; it will be introduced later. 

It goes without saying that foreign long-term invest- 
ments, unilateral payments, and the exchange of invisible 
services are all assumed away, if commodity trade is to be 
studied in isolation. 

It is clear that the equality of exports and imports 
follows logically from these assumptions. If foreign lending 
and borrowing (and the other non-commodity transactions) 
are ruled out entirely, export surpluses or import surpluses 
cannot exist even in the shortest run. 

It would, of course, appear too unrealistic to assume 
that the goods imported and exported cross the border at 
exactly the same moment. And it would be difficult to 
see how an increase in the demand for imports should make 
for a simultaneous increase of imports and exports, if the 
timing were thought to refer to the moments at which the 
goods pass the frontier or the customs house, 
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This slight difficulty disappears if the time refers to the 
moment at which the export orders are given and received 
and if simultaneously with each order the importer buys 
foreign exchange and the exporter sells foreign exchange. 
This assumption corresponds, incidentally, to the actual 
practice of wholesale trade: the importer covers the foreign 
exchange needed for payment for the orders given, and the 
exporter sells the foreign exchange expected for the order 
received, on the forward exchange market, at the time the 
business is concluded. 

If every importer buys the foreign exchange at the time 
when he gives the order, and if he cannot buy the foreign 
exchange (directly or indirectly) from anybody but an 
exporter, it follows that imports cannot exceed, or fall short 
of, exports, in the sense defined, for even the shortest 
instants of time. 

The volume of imports and exports, however, will depend 
on the foreign exchange rate at which the amounts of 
exchange demanded and supplied are equal. 

5. A rise in the foreign exchange rate? makes imported 
commodities more expensive in terms of dollars, and ex- 
ported commodities cheaper in terms of the foreign currency. 
A fall in the foreign exchange rate makes imported com- 
modities cheaper in terms of dollars and exported com- 
modities more expensive in terms of the foreign currency. 
This explains why the importers’ demand curve for foreign 
exchange will usually (abstracting from speculative trans- 
actions) have a downward slope from the left to the right, 
and why the exporters’ supply curve of foreign exchange 
will usually have an upward slope from the left to the right. 
Exceptions will be discussed presently. 

Every demand and supply curve must refer to a certain 
period of time which is allowed for the depicted changes 
and adjustments to take place. Curves which do not allow 
any time for market reactions to take place are usually 
called “instantaneous curves”. Apart from these we 
should for our purposes distinguish at least three sets of 
curves. The shortest period allows only for the effects of the 
change in foreign exchange rates upon import and export 
orders, with domestic prices in the two countries unchanged. 
These effects are too provisional to be of much analytical 


1 Throughout this article the foreign exchange rate is assumed to be expressed in terms 
of the amount of domestic currency exchanged per ynit of foreign currency.—Editor, 
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value, because changes in the quantities of goods to be 
ordered will affect, with little or no delay, the prices at 
which the various producers are willing to sell, or the various 
distributors are willing to buy. 

The short period allows, therefore, for both reactions to 
take place: it shows, for example, how the quantities of 
foreign exchange supplied by exporters will react upon a 
rise in the foreign exchange rate after the export industries 
have adapted their selling prices in dollars to the increase 
in business. 

In other words, the short period demand and supply 
curves of foreign exchange are not drawn on basis of “‘ given 
commodity prices” in the two countries, but on basis of 
“given demand and supply conditions ” in the commodity 
markets of the two countries. These given conditions are 
the traditional short period curves which assume given 
tastes of consumers and given fixed equipment of pro- 
ducers. 

The Jong period curves on the foreign exchange market 
are based on long period conditions in the commodity 
markets of the two countries; the main adjustment of 
supply, for example, which is allowed to take place in the 
long run is, of course, that of plant capacity. It is under- 
stood that an increase in exports which is expected to be 
lasting may induce producers to expand plant capacity 
and to supply their products, after this adoption, in increased 
quantities or at lower prices. Consequently, the long period 
curves of the foreign exchange market will be more elastic 
than the short period curves. 

In what follows we shall be concerned with a short-pertod 
analysis. 

6. The argument that short run supply implies some 
lapse of time until the reaction to a change in price takes 
place does not restrict the validity of the statement that, 
under the enumerated conditions, exports and imports 
must balance for any interval of time. Assume that’ DD’ 
and SS’ (Fig. I) are the short period curves for the foreign 
exchange market. Exports equal imports at the foreign 
exchange rate OQ. A sudden change in tastes makes for an 
increased demand for foreign exchange for increased imports. 
At the given rate, OQ, the amount demanded would be ON, 
‘an amount which is, of course, not to be had. Therefore 
the exchange rate will rise, Under the assumption that 
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the short-run reaction of supply takes time but no time 
is allowed, it will rise to OT. At this increased rate, the 
quantity of foreign exchange demanded (OM) will be no 
greater than before, which is obvious as long as the “ instan- 
taneous supply ”’ is assumed to be perfectly inelastic. 


s' 
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It need hardly be mentioned that exports equal imports 
both in terms of foreign exchange (OZ =OM) and in terms 
of dollars (OMRT=OMRT). The volume of exports and 
imports has increased in terms of dollars (OMRIT>OMPQ) 
and remained unchanged in terms of the foreign currency 
(OM =OM),. 

The described situation based on a zero elasticity of the 
instantaneous supply corresponds to Professor ‘Taussig’s 
“impact theory” of foreign exchange rates under dislocated 
currencies. (International Trade, pp. 344-345.) 

It corresponds more to the conditions of reality if we 
assume that the reactions on the supply side begin to take 
place after a trivial lapse of time: If it is not misplaced 
concreteness to transform operational time into clock-time, 
one may assume that the reactions on the part of exporters 
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will start after no more than a few minutes—because at 
the higher exchange rates much money can be made by 
arbitrage in international commodities. More and more of 
the short-run elasticity of supply will come into play the 
more minutes, hours or days we allow to pass. A theory 
which does not concern itself with minute-by-minute oscilla- 
tions of the market will neglect the instantaneous inelastici- 
ties and proceed to the elasticities of the short period. 


/ 


Section II 
7. The study of the elasticities of supply and demand 


is, thus, the core of the theory of foreign exchange rates. 
If, under our present assumptions, commodity imports are 
the substance behind the demand for foreign exchange, 
and commodity exports the substance behind the supply 
of foreign exchange, we have to turn to the conditions of 
the domestic demand for, and foreign supply of, our imports, 
and to the conditions of the foreign demand for, and domestic 
supply of, exports. 

Let us begin with the supply of foreign exchange, that is 
the export of commodities. What determines the increase 
(or decrease) in export which is brought about by a certain 
rise (or fall) in the foreign exchange rate? 

To be quite modern in the emphasis placed upon regula- 
tions, we may list in the first place the foreign restrictions 
which are directed against an increase in imports. If a 
quota had been established by foreign nations for all possible 
import articles and if the quota had been completely 
exhausted in all articles, it is clear that a rise in the foreign 
exchange rate cannot bring about any rise in our exports, 
and hence in the amount of foreign exchange. The elasticity 
in the foreign demand for our exports, that is to say, the 
elasticity of supply of foreign exchange, would be zero (or 
negative) above a certain rate. Below this rate the supply 
of foreign exchange would not be perfectly inelastic, because 
our exports can certainly fall below the limit set by quotas ; 
below the critical rate there would then be numerous articles 
in which the foreign import quotas were not exhausted and, 
hence, in this range our exports would be allowed to rise 
and to fall as the foreign exchange rate rises or falls. 

Tariffs at a given level play a different role. If a certain 
quantity of goods were sold under the given tariff and at 
a certain foreign exchange rate, a larger quantity could be 
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sold if a rise in the foreign exchange rate made the goods 
cheaper for foreign buyers. If a considerable portion of the 
price paid by the foreign buyer in terms of his currency consists 
of a specific import duty, a rise (or fall) in the exchange rate 
will reduce (or raise) the price paid by the buyer only by a 
smaller percentage. The foreign demand for our exports 
will thus become less sensitive to changes in the foreign 
exchange rate. The role of the tariff is analogous to the 
role played by the foreign cost of transportation and dis- 
tribution. The higher these costs the less sensitive is the 
demand to exchange rate fluctuations. 

8. Foreign import restrictions are, as we have seen, factors 
influencing the elasticity of foreign demand for our exports. 
It does not need any detailed explanation when we state 
next that the elasticity of supply of foreign exchange will be 
higher, the higher 1s the elasticity of the foreign demand for 
the articles which we export. 

But this is not all. The same or similar products may 
be produced also in the foreign country. The price of our 
exports is reduced (raised) for foreign buyers as the exchange 
rate rises (falls). The increase (decrease) in our exports 
will then depend, in part, on the reduction (increase) in 
output by the foreign producers. If the foreign supply, 
which competes with our exports, is very elastic, that is if 
their output falls (rises) much as our exports are offered 
at reduced (increased) prices in terms of their currency, our 
exports will increase (decrease) by relatively more. We can 
thus state that the elasticity of supply of foreign exchange 
will be higher, the higher 1s the elasticity of supply of foreign 
products which compete in the foreign market with our exports. 

This second factor is rather important. It is this factor 
which may be decisive in making the elasticity of supply 
of foreign exchange a positive value (i.e. in giving the curve 
an upward slope from the left to the right) in cases where 
the foreign demand for the articles which we export happens 
to possess an elasticity smaller than unity. With an 
elasticity of demand less than unity the quantity of goods 
demanded would increase as the goods become cheaper, but 
it would not increase by the same percentage; the amount 
of foreign money spent on the goods would thus decrease. 
The elasticity of supply of foreign exchange would then be 
negative (i.e. the supply curve would be backward-rising 
from the right to the left). But if the lower price (in terms 
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of foreign currency) at the same time reduces the supply 
from foreign competitors, enough business might accrue to 
our exporters to raise the amount of foreign exchange 
received for our exports. In short, even when the elasticity 
of demand, on the foreign market, for the articles which 
we export is smaller than unity, the elasticity of. demand 
for our exports may be greater than unity if the supply 
by foreign rival producers is sufficiently elastic. 

We must add that in all probability .the elasticity of 
foreign demand for our exports (“‘ our” stands for almost 
any country) is greater than unity. This is, at least, likely 
(a) where the export industry is in strong competition with 
foreign production (which would appear to be almost certain 
if the second’ country were the rest of the world) and/or 
(b) where goods which had not been exported become export- 
able at a higher exchange rate. This, naturally, means a 
high elasticity of demand between certain price ranges 
since, in those articles, sales increase from zero to a positive 
figure. Such articles are likely to exist everywhere—so that 
it would be quite mistaken to estimate the elasticity of 
demand for our exports by confining oneself to the actual 
export articles and neglecting the potential ones. 

g. In order to export more the export industry must 
be capable of increasing the quantities supplied to foreign 
buyers. This will depend, in part, on the capacity of our 
export industry to expand its output, and, in part, on the 
willingness of domestic buyers of the exportable articles to 
forego its consumption as they rise in price. Thus, to the 
two propositions stated previously we add a third, namely 
that the elasticity of supply of foreign exchange will be higher, 
the higher is the elasticity of supply of exportable articles, 
and a fourth, that the elasticity of supply of foreign exchange 
will be higher, the higher ts the elasticity of our domestic demand 
for the goods whose surplus production 1s exported.+ 

to. As we have stated, it is not likely that (barring 
trade restrictions of a certain type) the elasticity of foreign 
demand for our exports is smaller than unity; hence, it 
is not likely that the supply of foreign exchange is of 
negative elasticity within any “practical” range. (By 


1To understand better the relationship between the last two statements, let us suppose, 
for a minute, that the supply of the commodity, part of which is exported, is absolutely 
inelastic. This means that no more can be produced, however high its price rises. ‘The part 
bought by domestic consumers, however, will probably diminish as the price rises; it will 
diminish much upon a modest rise in price, if the elasticity of demand for this product is high. 
The exports of this good may thus increase even if its production cannot be increased, 


384 ECONOMICA [NOVEMBER 


“ practical”? I mean under conditions which are likely to 
be encountered in reality.) 

Nevertheless, it is interesting to examine what would 
be the consequences of such a negatively elastic supply of 
foreign exchange. Let us compare the effects of an in- 
creased demand for imports under conditions of a positively 
inclined supply curve with those under conditions of a 
negatively inclined supply curve of foreign exchange. This 
is done in Fig. 2, where the supply curve SS”’ turns backward 
from a certain point on.? ‘ 


FIGURE 2, 


EXCHANGE RATE IN DOLLARS 


AMOUNT OF FOREIGN EXCHANGE 


Before the increase in demand for imports the foreign 
exchange rate is OQ; exports and imports amount to OM 
in terms of foreign exchange, and to OMPQ in terms of 
dollars. If the supply curve is “ normal”’, i.e. positivel 
inclined (S'S"), the increase in demand (from DD’ to D,D,’) 
raises the foreign exchange rate to OT, and raises exports 


‘The curve cannot rise backward more sharply. The slope of the negative inclination 
must at every point be greater than that of the rectangular hyperbola passing through that 
point. This is clear when we consider that, as the foreign exchange rate rises, the price of 
our exports is lowered only in terms of foreign currency, but not in terms of dollars. The 
dollar prices of the exports will rather be higher than before. The increased quantities 
exported may thus fetch reduced proceeds in terms of foreign exchange while the proceeds 
in terms of dollars are certainly increased, 
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and imports both in terms of foreign exchange (from OM 
to ON) and in terms of dollars (from OMPQ to ONRT). 
If, however, the supply curve is “‘ abnormal”, i.e. negatively 
inclined, the exchange rate rises to OV ; exports and imports 
fall in terms of foreign exchange (from OM to OL) and rise 
in terms of dollars (from OMPQ to OLU/). 

Exports equal imports, of course, whether calculated in 
terms of dollars or in terms of the foreign currency. But 
while both exports and imports rise in terms of dollars, 
they fall in terms of the foreign currency, if the supply of 
foreign exchange is of negative elasticity. 

11. Insub-sections 7 to 10 the conditions of supply of foreign 
exchange from commodity exports were examined. We 
turn now to an examination of the conditions of demand 
for foreign exchange for commodity imports. Most of the 
statements which will have to be made concerning the 
elasticity of demand for imports will be analogous to those 
made about the supply side. 

The role of quotas is obvious. With quotas for all 
possible import articles and with all quotas exhausted, the 
demand for imports, and, thus, the demand for foreign 
exchange, must become perfectly inelastic below a certain 
exchange rate. Above this exchange rate demand will be 
of elasticities greater than zero. 

The role of tariffs is no different than before. The greater the 
portion which specific customs duties are of the selling price 
of imported articles, the less sensitive will demand be to 
changes in the exchange rates. Hence the higher the tariffs 
the less will the quantities of foreign exchange demanded 
fall as the foreign exchange rates rise and vice versa. 

Four fundamental rules linking supply and demand 
conditions for the imported articles to the elasticity of 
demand for foreign exchange can be stated as follows. 

(1) The elasticity of demand for foreign exchange will be 
higher, the higher 1s the elasticity of the domestic demand for 
the articles which we import. 

(2) The elasticity of demand for foreign exchange will be 
higher, the higher 1s the elasticity of supply of domestic 
products which compete in the domestic market with our 
imports. As, for example, the foreign exchange rate falls 
(because of an increase in the supply of foreign exchange, 
owing perhaps to an increased foreign demand for our 
products), foreign products become cheaper in terms of 
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dollars. If domestic rival producers will greatly reduce 
their output as prices fall, i.e. if their supply is very elastic, 
imports will rise even if the domestic demand for the articles 
concerned is (very or perfectly) inelastic. Likewise, even 
with an inelastic demand for the articles concerned, imports 
will fall sharply as the foreign exchange rate rises, if the 
domestic rival producers expand output readily as domestic 
prices rise. 

(3) The elasticity of demand for foreign exchange will be 
higher, the higher is the elasticity of supply by foreign pro- 
ducers of the articles which we import. If, for example, a 
fall in the foreign exchange rate tends to reduce foreign 
prices in terms of our currency, imports would not be able 
to rise, in spite of our elastic demand for them, if foreign 
supply were perfectly inelastic. The selling prices of these 
foreign products in terms of their own currency would rise 
so much as to offset the price reduction which the lower 
exchange rate would imply for our buyers in terms of our 
currency. Statement (3) has, however, to be qualified by 
the fourth rule. 

(4) The elasticity of demand for foreign exchange will be 
higher, the higher 1s the elasticity of the foreign demand for 
their own products. If, for example, foreign producers are 
not capable of expanding their output, as our demand 
rises, and if therefore the prices of their products in terms 
of foreign currency rise, this may induce foreign domestic 
buyers to forgo the purchase of these goods, thus releasing 
them for our disposal. Our imports can therefore increase 
even if foreign production cannot, a fall of foreign con- 
sumption providing the goods whose production seems to 
be fixed. 

Likewise, even with an inelastic supply by the producers 
of the articles concerned, imports will fall sharply as the 
foreign exchange rate rises, if foreign home consumption 
expands readily as prices in their country fall. 

12. The reader with a sense for symmetry will now 
expect a digression on the possibility of negative elasticity 
of demand, i.e. of a backward falling demand curve. Nothing 
of this sort is in order, unless we wish to enter into perfectly 
absurd theorising about imports being sufficiently affected 
by prestige values of imported luxuries. 

The lack of symmetry is only a seeming one, resulting 
from the properties of our curve analysis. That the foreign 
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demand for our exports is inelastic means that the amounts 
spent, im foreign currency, for our exports fall, as these 
exports rise in physical quantities owing to a higher ex- 
change rate. That our demand for imports is inelastic 
means, in contrast, that the amounts spent, in our own 
currency, for our imports fall, as these imports rise in 
physical quantities owing to a lower exchange rate. Since 
our curves depict amounts of foreign currency by the values 
of the abscissa, a fall in these amounts, as the exchange 
rate rises, has to be shown by a backward rising supply 
curve. Since, in contrast, amounts of our own currency 
are depicted by the rectangular areas produced by abscissa 
and ordinate, a fall in these amounts, as the exchange rate 
falls, has to be shown by no “ backward” turn of the 
demand curve but simply by a slope which is steeper than that 
of rectangular hyperbolas passing through the same points. 

As to the question whether the demand for foreign 
exchange for import purposes is likely, in reality, to be of 
an elasticity smaller than unity, we must recall what was 
said above (in 8), on the analogous problem. One point 
which was emphasised there was the degree of competition. 
Elasticity of demand from the point of view of any par- 
ticular seller, or selling country, is a function of the number 
of sellers, or selling countries, which compete for higher 
shares of the market. If the other country is larger than 
the own country, or, if the other “country” is the rest 
of the world, then it is highly probable that the share of 
our exports in the foreign market is small, and, hence, the 
elasticity of foreign demand for our exports is very high. 

These considerations are not applicable to the problem 
of elasticity of demand from the point of view of any par- 
ticular buyer, or buying country. Whether the domestic 
demand for an imported article is elastic or inelastic is not 
a function of the number of sellers ; here we are concerned 
with the total market demand, the elasticity of which 
depends on “ tastes”, consumption habits, income, income 
distribution, etc. Even if the importing country is smaller 
than the other, or even if the other “ country ” is the rest 
of the world, there is nothing which would make us expect 
our demand for imports to be highly elastic. 


1Qne might think that the proposition advanced in the text hinges on the definition of 
“commodity ” or “ imported article”. If these terms were narrowly applied so as to regard 
special types, brands, qualities, etc., as separate articles, the demand for each * article ’’ would 
naturally be more elastic the greater the number of near substitutes. This is, however, not 
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The other point used in the argument in favour of a high 
elasticity of foreign demand for our exports was the exist- 
ence of potential export articles. This point is valid also 
in a consideration about the elasticity of our demand for 
imports. There are undoubtedly a number of goods which 
at a given exchange rate are not among imported articles 
but which might become imported articles if the foreign 
exchange rate were lower. Whether or not this circum- 
stance is sufficient to make total demand for imports of an 
elasticity greater than unity, cannot be answered in general 
theory. 

Section III 


13. Commodity trade has been assumed to be the only 
source of demand and supply of foreign exchange up to 
this point. Imports of goods have been the substance 
behind the demand, exports of goods the substance behind 
the supply. We proceed now to including unilateral pay- 
ments or long-term capital movements into our analysis. 
We still rule out invisible services, gold movements, and 
short-term capital movements. 

Let us assume that a series of large payments is to be 
made from our country to the foreign country, so that there 
emerges a demand for foreign exchange which is not arising 
from a demand for imports. The purpose of the payments 
may be investment in the foreign country, or settlement 
of old debts, or a war tribute, or something of the sort. 
In order to obtain the aggregate demand for foreign ex- 
change, we have to add the demand for foreign exchange 
of those who wish to make these payments, to the demand 
for foreign exchange of those who wish to import com- 
modities. (That the latter demand is not likely to be the 
same as it would be without the non-trade payments will be 
discussed later.) 

The purpose of the payments will, of course, have a 
bearing on the elasticity of the demand for foreign exchange. 
If it concerns the payment of a debt contracted, or a tribute 
imposed, in terms of our own currency, so that a fixed 
amount of our currency has to be used for purchasing foreign 
exchange, then the demand for foreign exchange arising 
the same thing as the elasticity of the market demand as dependent or not dependent on the 
number of sellers of each “ article”. Whereas demand as secn by each seller possesses greater 
elasticity the greater the number of sellers of the article, market demand as the aggregate of 


the buyers’ demand schedules possesses an elasticity which ig independent of the number of 
sellers of the article. 
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from this payment has an elasticity of one, i.e. the demand 
curve is a rectangular hyperbola. If it concerns the un- 
postponable payment of a debt contracted, or a tribute 
imposed, in terms of foreign exchange, so that a fixed 
amount of foreign exchange has to be purchased, then the 
demand for foreign exchange arising from this payment 
has an elasticity of zero, i.e. the demand curve is a vertical 
straight line—at least up to some point above which an 
increase in the price of foreign exchange would surpass the good 
faith or solvency of the payers, in terms of their own currency. 

The amount of the payments is not fixed in either terms 
in case of investments in the foreign country. Apart from 
changes in expectations due to changes in the foreign ex- 
change rate, it seems certain that the elasticity of demand for 
foreign exchange for purposes of long-term foreign investment 
is more than zero, and it may be also more than unity. 

14. Let us assume provisionally that the emergence of 
the demand for foreign exchange for purposes of investment 
abroad (“‘ capital export”’) leaves demand and supply of 
foreign exchange arising from demand for imports and supply 
of exports unchanged. What are the probable changes in 
exchange rates, in imports, in exports? 


FIGURE 3. 


EXCHANGE RATE IN DOLLARS 


AMOUNT OF FOREIGN EXCHANGE 
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For the accompanying graph (Fig. 3), the exchange rate 
would be MP or OQ, if demand and supply of foreign ex- 
change were exclusively due to demand for imports and 
supply of exports. (D,D’; and S,S’:); imports, in this 
case, would equal exports in terms of foreign exchange 
(OM=OM) and in terms of the own currency (OMPQ= 
OM PQ). If now the demand for foreign exchange of “capital 
exporters ” is added to the demand for foreign exchange of 
the commodity importers, an aggregate demand curve 
(D:4+¢ D'14c), to the right of and above the first demand 
curve, would make an exchange rate of OQ impossible: 
the exchange-rate will be driven up to MV or OT, 
where the quantities demanded and supplied are equal 
(TR or ON). 

At this increased exchange rate capital exporters buy 
less foreign exchange than at the lower rate (UR<PY¥), 
commodity importers buy less than at the lower rate 
(TU<QP), and commodity exporters sell more than at the 
lower rate (TR>QP). Who provides the foreign exchange 
(UR or LN), which the capital exporters take from the 
market ? It is provided through an increase in the amounts 
supplied by commodity exporters (VR) and through a 
decrease in the amounts demanded by commodity importers 
(UP). 

We see, then, that the capital export brings with it a 
decrease. in commodity imports and an increase in 
commodity exports, all calculated in terms of foreign 
exchange. 

Capital export = Fall in commodity imports + Rise in 
commodity exports. 
IN = IM + MN 

If these quantities are calculated in terms of our own 
currency, instead of in foreign exchange, the result is 
different in so far as the imports may not fall but rise, if 
the demand for imports is of an elasticity smaller than 
unity. In our graph, imports in terms of dollars, at the 
higher exchange rate, are higher than at the lower exchange 
rate (OLUT>OMPQ). We are therefore confronted with 
the fact that in consequence of the capital export, com- 
modity imports may show an increase in terms of dollars 
but a decrease in terms of foreign currency. Statisticians, 
trying to “ verify ” a fall in imports due to increased capital 
exports, should beware of this trap. 
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On the other hand, the change of the trade balance to 
an export surplus is true in terms of both the own and the 
foreign currency. 

Commodity Exports =Commodity Imports + Capital Exports 
Ee: ON = OL + LN 
and ONRT st OLUT + . LNRU 

The above results follow logically from our assumptions. 
If there are, among the international transactions, no 
(invisible) services rendered or received, and if there are 
no movements of gold or short-term balances, the balance 
of trade is uniquely determined by the balance of capital 
movements. The so-called ‘‘ favourable”? trade balance 
must be equal to the net capital export, and the so-called 
“adverse” trade balance must be equal to the net capital 
import. 

15. “Invisible” exports and imports, that is the balance 
of services or “current items” (other than commodity 
trade) in the balance of international payments, can be 
introduced into our analysis without any difficulties. Demand 
and supply of foreign exchange arising from these services 
received from, or rendered to, residents of foreign countries, 
might be treated graphically exactly as we have just treated 
the demand for foreign exchange arising from capital exports. 

We can easily imagine a demand curve for foreign ex- 
change for foreign travel. The aggregate demand curve for 
both visible imports (commodity) and invisible imports 
(tourists’ expenditures abroad) might look exactly like the 
aggregate demand curve in Fig. 3. The result of our con- 
siderations would, of course, be analogous. For example, 
if foreign travel were the only service item, the export surplus 
in the trade balance would be equal to the net “ deficit ” 
in the balance of tourist expenditures ; or, conversely, the 
import surplus in the trade balance would be equal to the 
net “gain” in the balance of tourist expenditures. And 
again, an increase in the demand for foreign travel would 
lead to an increase in commodity exports and a decrease 
in commodity imports, in terms of foreign currency; and 
to an increase in commodity exports and a decrease or 
increase in commodity imports, in terms of our own currency.’ 

1 If the possibility of a backward rising supply curve is to be accounted for, the last state- 
ment should read: ‘ An increase in the demand for foreign travel would lead to an increase 
or decrease in commodity exports and a decrease in commodity imports in terms of foreign 


cutrency ; and to an increase in commodity exports and a decrease or increase in commodity 
imports, in terms of our own currency.” 
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It may be mentioned that some of the service items are 
complementary, while others are competing with exported 
and imported commodities; furthermore that supply and 
demand of foreign exchange arising from these current 
service items may be of all possible elasticities, ranging 
from less than zero to more than unity. 

Some examples may be instructive. 

(a) ‘Immigrants’ remittances” to their relatives in 
foreign countries may be solely dependent on the remitters’ 
budgets, or, on the other hand, solely dependent on the 
beneficiaries’ needs; the respective demand for -foreign 
exchange would be fixed in dollars, that is of unit elasticity 
in the former case, and fixed in foreign exchange, that is 
of zero elasticity in the latter. The elasticity would be 
between zero and one, if both factors bore on the size of 
the remittances. 

(5) Interest and dividends received from foreign securities 
involve a supply of foreign exchange. If the amounts are 
fixed in foreign money, the respective supply of foreign 
exchange is perfectly inelastic; if, on the other hand, the 
amounts are fixed in terms of our own currency (which can 
be the case with special bonds only), the respective aie 
of foreign exchange is negatively elastic, that is to say, 1 
is exactly minus one.! 

(c) Payments for freight and shipping services some- 
times bear a complicated relationship to the commodities 
imported and exported. , If it is assumed that the foreign 
country has no merchant marine and that both exports and 
imports have to be transported on our boats, the supply of 
foreign exchange arising from these shipping services must 
necessarily tend to make our balance of trade “ adverse ”’ 
(Would that we might get rid of these nonsensical terms 
“adverse”? and “favourable” !) If all commodity prices 
are fixed f.0.b. our ports, every import gives rise to a demand 
for foreign exchange, in payment for the goods, and a supply 
of foreign exchange, in payment for their transportation ; 
and every export gives rise to a supply of foreign exchange 
received for the goods exported and another for their 
transportation. In deriving a supply curve of the foreign 
exchange which proceeds from shipping services, one is then 
faced with the difficulty that any change in the exchange 


1 In other words, the supply curve would look just like a demand curve of unit elasticity 
(i.e. a rectangular hyperbola). 
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rate may increase transportation in one direction but decrease 
itin the other. The supply of foreign exchange from shipping 
services is of “normal” elasticity only if the services of 
our marine compete with those of the other country (or, 
that is, of the rest of the world). In this case, a rise in the 
foreign exchange rate implies a relative cheapening of the 
services of our merchant marine in terms of foreign currency, 
and this would (in the case of competition sufficient to 
produce an elastic demand for the services of owr merchant 
marine) bring our marine sufficiently increased business to 
secure increased proceeds in terms of foreign exchange, 
unless competing fleets lowered their prices to American 
ports. 

16. It is now time to drop our provisional assumption 
that the emergence of a demand for (or supply of) foreign 
exchange for purposes other than commodity imports (or 
exports) leaves the importers’ demand and the exporters’ 
supply unchanged. It may be well, however, to warn here 
against the possible confusion between demand (in the 
schedule sense), on the one hand, and quantity demanded, 
on the other. 

The fall in commodity imports (in terms of foreign money) 
which was found above to be the necessary consequence of 
a new demand for foreign exchange by capital exporters, 
did not constitute a fall in the commodity importers’ demand 
for foreign exchange, but merely a fall in the amount of 
foreign exchange demanded by commodity importers. The 
amount of foreign exchange demanded by commodity 
importers diminished because of the rise in the foreign 
exchange rate which was caused by the capital exporters’ 
demand for foreign exchange. It represented a shift along 
the commodity importers’ (unchanged) demand curve. 

Now, we have to examine whether there may not be also 
a shift of the commodity importers’ demand curve (and 
commodity exporters’ supply curve), resulting from a new 
demand for foreign exchange for payments of any sort— 
such as capital exports, unilateral remittances, or payments 
for foreign services bought. 

Let us assume an increase in demand for foreign travel. 
The persons who plan to spend an increased amount for 
their trip to the foreign country plan of course to spend 
a decreased amount of their budget for other things. Among 
these other things may be imported articles. (Instead of 
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consuming imported foodstuffs here, the tourists will con- 
sume them abroad; thus less may be demanded to be 
imported.) What happens then is a shift of demand from 
imported articles to touring abroad. The increase in the 
demand for foreign exchange arising from tourists’ expendi- 
tures abroad may, in this case, be partly offset by a decrease 
in the demand for foreign exchange arising from commodity 
imports. The offsetting is only in part, because the con- 
sumers’ expenditures for the imported articles would have 
included payments for domestic services of distribution 
(services of the importers, wholesalers, transporters, retailers). 
Thus, not all of the amounts spent by the consumers on 
the goods in question constitute demand for foreign exchange, 
whereas after the switch of these expenditures over to 
foreign travel the whole sum goes into purchasing foreign 
exchange. 

Some of the consumers’ purchasing power devoted to 
foreign travel may have been withdrawn from buying goods 
which are exportable. The diminution of the domestic 
demand for exportable goods may easily induce the pro- 
ducers to look for more outlets in the foreign market, or, 
in other words, it may cause the supply of exports, and, 
under certain conditions, the exporters’ supply of foreign 
exchange to increase. This would constitute a shift of the 
supply curve to the right and downward. 

What has been said of the influence of the tourists’ 
demand upon the importers’ demand for, and exporters’ 
supply of, foreign exchange, is similarly valid for other 
sources of demand for foreign exchange. We have to ask 
from what markets the purchasing power of those who now 
demand foreign exchange is withdrawn. In the case of 
capital export, where would the money funds have gone, 
had their owner not decided in favour of foreign invest- 
ment ? Have the funds come from an increase in voluntary 
saving, or from the usual flow of voluntary savings, or from 
disinvestment (omitted replacement) in home industry? 
Or have they come, perhaps, from idle hoards, or from 
bank credit expansion, in which cases no other demand is 
reduced by the increased capital export? This last possi- 
bility shall be ruled out for the moment. Only later shall 
we allow changes in the monetary circulation to be related 
to international transactions. 

17. The shifts of the importers’ demand and exporters’ 
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supply curves due to the increase in tourists’ or capital 
exporters’ demand for foreign exchange, must not be con- 
fused with those famous shifts due to a “ transfer of pur- 
chasing power” from the paying country to the receiving 
country. These are different matters which do not come 
into the picture before we get to international movements 
of gold and short-term balances. At our stage of the 
analysis monetary circulation is assumed not to be affected 
by international transactions. Thus, an increased demand 
for foreign exchange by tourists does not involve a with- 
drawal of purchasing power from circulation but merely a 
change of the flow of purchasing power through the national 
economic system. 

Let us look again at our Fig. 3 and ask ourselves where 
the money spent by capital exporters for foreign exchange 
(LNRU) comes from and where it goes. The question 
“‘ where it comes from ” is, however, very loosely expressed ; 
it should not mean the channels through which it has reached 
the capital exporters, but rather the directions into which 
it does not go because of the switch toward foreign invest- 
ment. The answer will be different in the case of increased 
saving, in which the money is diverted irom the market of 
(domestic or imported) consumers’ goods; and different 
in the case of maintained saving, in which the money is 
diverted from the market of (domestic or imported) pro- 
ducers’ goods. The other question, “where the money 
goes,” can be accurately answered: it goes to exporters 
of commodities. 

Without capital export or any other demand for foreign 
exchange by others than importers, commodity exporters 
get no more and no less than the amount spent on foreign 
exchange by commodity importers. (OMPQ in Fig. 3.) 
When a demand for foreign exchange by capital exporters 
becomes effective, a greater part of the total money flow 
goes to commodity exporters. They get what is spent on 
foreign exchange by capital exporters plus what is spent 
on foreign exchange by commodity importers, though the 
latter amount may be greater or smaller than it was prior 
to the export of capital. 


1 The assumption that monetary circulation is not affected by transactions such as foreign 
investments is admittedly unrealistic, even if international movements of short-term balances 
are ruled out. Improved investment opportunities abroad would lead to dishoarding and to 
increased borrowing from banks. And even apart from this the change in the money flow 
would most likely involve some slight change in the income velocity of circulation. How- 
ever, a clean analysis must first abstract from all these complications. 
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This reshuffling in the distribution of purchasing power 
in the national economic system makes it highly improbable 
that the original importers’ demand and exporters’ supply 
curves remain unchanged. The final direction of the shifts 
cannot be ascertained a priori. Although we have argued 
above that the increase in demand for foreign exchange by 
tourists or capital exporters or the like may lower the demand 
for foreign exchange by commodity importers, the contrary 
may be true just the same. The factors of production 
employed by the busy export industries may be willing 
to spend much more for imported articles than the tourists 
or capital exporters would have done—had they not become 
tourists or capital exporters. Thus the capital export may 
result in an increase in the commodity importers’ demand 
for foreign exchange, whereas it can, of course, never result 
in an increase in the amount of foreign exchange demanded 
by commodity importers. 

18. Before we proceed to introduce movements of gold 
and short-term balances into our analysis, a word on the 
‘“‘ purchasing power parity theory’ seems to be in order. 
This theory claims that the foreign exchange rate is deter- 
mined by the ratio between the real purchasing power of 
the two currencies; the price levels in the two countries 
would thus be the independent variables, the exchange 
rates the dependent variables of the relationship. 

We have avoided a discussion of the concept of “ price 
levels ” in our analysis so far, and we shall try to do without 
it for the rest. We emphasised, however, from the beginning 
that commodity prices must not be assumed as “ given ” 
because they may be affected by the international transac- 
tions themselves. Even for the simplest considerations not 
actual prices but potential prices, that is to say, supply and 
demand conditions served to explain the determination of 
foreign exchange rates. And we saw that without “ in- 
flation”” or “deflation” in any of the countries concerned, 
the exchange rates between them could be changed through 
a number of events. The degree of the change, however, 
is always determined by the potential commodity prices, 
i.e. by the supply and demand conditions on the two markets. 

Nothing is more capable of altering supply and demand 
conditions and, thus, the exchange rate of a country, than 
inflation. While changes in tastes, changes in productivity, 
changes in capital movements, etc., can change exchange 
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rates somewhat (or even by substantial percentages), infla- 
tion in one of the countries can change the rates by huge 
multiples. It is for this reason that the explanation of very 
great changes in the exchange rates has to turn to the increase 
in monetary circulation, and to the subsequent changes in 
supply and demand conditions (loosely expressed: to the 
change in “‘ price level ”’) as the causal factors. There cannot 
be a minute’s doubt that’ the ‘“ balance-of-payment ”’- 
theory was all wrong and the “ inflation ’’-theory essentially 
correct, when the vast movements on the foreign exchange 
markets were discussed in the first part of the twenties. 
The greatest possible increase in the demand for imports 
plus the greatest possible fall in the supply of exports plus 
the greatest possible flight of capital would not be able to 
produce the conspicuous exchange depreciations of that 
period—had it not been for the inflations; for these in- 
flations a measure was devised in the form of “ purchasing 
power parities ”’. 

In this historical perspective, the purchasing power parity 
theory must be given full credit. It was important, at the 
time, to pronounce tersely: ‘‘ Don’t be so ridiculous as to 
hold the ‘need for imports’ responsible for the exchange 
depreciation, if it is only inflation which can account for 
the effective demand for these imports.” But this must not 
blind us to the fact that changes in the foreign exchange 
market—less conspicuous, but significant enough—may take 
place without any preceding change in the monetary 
circulations and purchasing power parities of the countries 
concerned. 


(To be concluded) 
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Ethics and Economic Reform 


Il. CHRISTIANITY 


By Frank H. Knicuat 


The bearing of its most generally accepted religion upon 
problems of social-economic reorganisation in a modern 
‘Christian ’* nation is obviously a difficult subject to discuss 
objectively, or, especially, briefly. Not merely is it almost 
universally affected by emotional attitudes—“ prejudices,” 
religious or iconoclastic as the case may be—or by a more 
mundane prudential regard for religion as a supposedly 
vital element in social order. Even from a strictly scientific 
point of view, we confront virtually unanswerable questions 
as to the causal relations between religion and morals, or 
mores, or other controlling social forces in culture and 
conduct. The two difficulties overlap; for there is no 
doubt that the belief in religion as the foundation of morality, 
and of social order and peace, is itself held as a prejudice 
or a tradition far beyond any possibility of justifying it by 
social-psychological analysis. Many earnest scholars and 
thinkers who both profess to be Christians and are recognised 
as such, have considered the question whether modern 
civilisation is Christian, or if so in what sense, and have 
admitted themselves puzzled as to the answer. 

But it remains an important fact that a large majority 
of the people living under West-European civilisation call 
themselves Christian in some sense of the word, and at 
least profess to believe both that moral progress since ancient 
times has been chiefly due to the influence of Christianity 
and that the New Testament writings (and/or the teachings 
of ‘the Church” based thereon) afford an answer, in 
principle, and in large part, to all the moral and social 
problems faced by mankind. It is the purpose of this 
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article to subject this idea, especially the second aspect 
of it, to a brief critical examination. 

Our thesis will be two-fold. First, we point out that the 
teachings of Christianity give little or no direct guidance 
for the change and improvement of social organisation, and 
in fact give clear prima facie evidence of not having been 
formulated to that end. On this point there is relatively 
little disagreement, even on the part of Christian apologists. 
It is indeed common for the promoters of nearly any 
“reform” to lay claim to the support of these teachings. 
But this may be explained by a desire to capitalise upon the 
esteem in which they are held; and the wide divergence 
among movements for which such support is claimed is 
rather an argument against the view that the teachings really 
support any particular social change. Real differences of 
opinion—likely in fact to be more or less violent—arise in 
connection with the second part of the thesis; this is that 
even indirectly there is also little to be found in Christianity 
in the way of moral principles or ideals which can serve 
for the ethical guidance of deliberate political action. The 
question whether any proposed measure is in harmony with 
the “spirit ” of Christianity commonly admits of no clear 
answer or at least none of a sort which will be accepted by 
Christians as a solution for practical political issues. Indeed, 
evil rather than good seems likely to result from any appeal 
to Christian religious or moral teaching in connection with 
problems of social action. Stated in positive form, our 
contention is that social problems require intellectual 
analysis in impersonal terms but that Christianity is 
exclusively an emotional and personal morality ; and this, 
while unquestionably essential, does not go beyond providing 
or helping to provide the moral interest, motive or “ drive” 
toward finding solutions for problems. This is not only a 
very different thing from furnishing the solutions or even 
indicating the direction in which they are to be sought, 
but the teaching that it does furnish solutions has results 
which are positively evil and decidedly serious. 


* * * * * 


As already noted, the first thesis is generally accepted, 
and it need not be discussed at any considerable length. 
There is relatively little in the Gospels or other New Testa- 
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ment “ Books”! which seems to refer directly to politics 
or the general structure of social relations. But there is 
enough to make it clear that the intent of the teachings 
was to have these conditions accepted and recognised as 
“given” factors in the world in which individuals and 
groups have to live their moral and religious lives.? Besides 
the much quoted injunction to “render unto Cesar the 
things that are Cesar’s,” found in all three synoptic Gospels, 
there are even more pointed passages, such as the categorical 
command (in Matthew only) to obey the Scribes and 
Pharisees (though not to imitate their deeds !). The epistles 
_ repeatedly enjoin obedience and respect to political rulers, 
and command servants to be obedient and respectful to 
their recognised masters. This last injunction appears in 
at least a half-dozen places, in as many Books in the New 
Testament. The word for “‘ servant ” covers, if it does not 
specifically mean, slaves, and it is a familiar fact that the 
Church never condemned or officially opposed slavery. 
Slavery, and then serfdom (in numerous grades) gradually 
disappeared in Europe, for reasons various and obscure. 
Before the process was complete, the African slave trade, and 
the exploitation of slaves in European colonies (and in 


1 Christianity is, of course, a “ scriptural,” or “book” religion. It goes without saying 
that some Churches or spokesmen for Churches claim divine authority to “interpret” the 
sacred writings, and that, in this case as in all similar cases, interpretation requires no long 
time to change fundamentally or even to reverse an original pronouncement. But since 
theologians rarely hold explicitly that the New Testament Scriptures have been superseded 
outright by the dicta of later authorities, we are justified, in a brief sketch, in limiting our 
attention to these. Moreover, consideration of the Catholic Fathers and Saints or of the 
great Protestant leaders would only enforce and intensify what is said as to the indifference 
or positive conservatism of the Christian doctrine on political and social questions. 

* In this respect the political environment was placed on the same footing as the physical- 
natural; there is no more suggestion of transforming the former in the interest of greater 
fitness for a higher type of human life than there is of the desirability of transforming the latter 
through promoting science and technology, or medicine. And it is superfluous to note that 
the numbers and qualities of human beings were similarly taken for granted, as well as the 
general framework of non-political social institutions. Indeed, it is clear not only that to 
change these given conditions of social life is no part of the Christian’s duty, but that he is 
enjoined against such activities and the critical attitudes which would prompt them. Such 
interests would distract attention from the real or “ spiritual” values. Except for purely 
moral-spiritual attitudes and sentiments, ‘‘ the world” expresses the will of God, or natural 
law ; and if conditions are hard, this is presumably deserved punishment or at least useful 
discipline for the soul. As to political or economic revolution, the mention of such a thing is 
hardly less than sacrilegious. 

The position of Christianity on all these matters is roughly that of the contemporary stoicism, 
particularly Roman stoicism, of the first Christian centuries. It is not asceticism, but rather 
supreme indifference, plus, perhaps, and to an uncertain degree, “faith” that ‘God will 
provide,” that “ all these things will be added unto ” those who diligently seek ‘‘ the kingdom 
of God and his righteousness ”.. It should be noted that the whole spirit of the Sermon on the 
Mount is very different in the two versions we have, in Matthew and Luke. And in general, 
there is the greatest diversity in the spirit of the teachings as between the different Gospels 
and the other Books of the New Testament (chiefly Pauline writings); but such questions 
cannot be taken up here. 
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part in Europe itself) developed. The defenders of negro 
(or Indian) slavery found no difficulty in justifying it from 


scripture. 
* * * * * 


We turn now to consider briefly the “spirit”? of the 
Christian teachings and its possible implications in the way 
of providing ideals which might serve as a moral leaven 
and indirectly work for the transformation of social institu- 
tions and relations, and ultimately furnish guidance for 
conscious social action. Passing over the limitless problems 
of disagreement among the sources themselves or among 
authoritative interpretations, and looking only for agreement 
on some ultimate essence, we undoubtedly find the latter 
(in so far as it is to be found) in the acceptance by students 
and by popular opinion of the “ gospel of love” (caritas, 
agapé). This is embodied especially in the parallel passages 
on the “greatest commandment” in Matthew and Mark, 
and in the answer in Luke to the question what one must do 
to inherit eternal life. ‘‘ Thou shalt love the Lord thy God... 
and thy neighbour as thyself’. Loving one another is also 
the main theme of the teaching in the Gospel of John, and 
there is the famous pzan to love occupying I Corinthians 13, 
and further extensive documentation is familiar. If Chris- 
tianity does not mean this, there is nothing that it can be 
said to mean. It is no doubt justifiable to take as either 
interpretation of the Great Commandment or an equivalent 
exhortation the ‘Golden Rule” of the Sermon on the 
Mount, found in closely parallel wording in Matthew (7: 12) 
and Luke (6: 31).3 

In connection with the two texts suggested, the question, 
what is the spirit of Christianity (leaving the application to 
social reform for later consideration) becomes, what is the 
meaning of “ love ”’, or what do men want “others” to do 
to them.?. The “love ”’ doctrine, in the abstract, is certainly 


1 The wording in the King James version of Matthew is: “ Therefore, all things whatsoever 
ye would that men should do to you, do ye even so to them: for this is the law and the 
prophets.” It is worth noting that the final commenting clause which ends the verse is closely 
parallel to the verse in Matthew which follows the Great Commandment: “On these two 
commandments hang all the law and the Prophets” (Matt. 22: 40). We are naturally con- 
cerned here only with the second part of the Great Commandment, which indeed Matthew 
tells us is “‘ like unto ” the first. 

2 In Luke, the question, who is my neighbour, is asked and is answered by the parable of the 
Good Samaritan. This may be briefly dismissed. In the context, the significance is uncertain, 
and any general implication is doubtful. Taken as an injunction to render humanitarian 
assistance to the helpless victim of a calamity, on the part of anyone in a special position to 
give aid, there is nothing distinctively Christian about it, to say nothing of any indication 
as to how laws ought to be made or society organised. 
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an appealing idea. It seems natural to believe that if people 
“liked ” each other better, or enough, a large part of the 
problems which occasion strife, hatred and suffering in the 
world would not arise, or would not be acute. Conflicts 
of material interest would perhaps not arise at all, or at 
least would not matter so much, and envy, contumely, etc., 
could hardly exist. But the least critical examination in 
the light of facts will show that this view cannot be main- 
tained. Even between friends in the narrowest and most 
ideal sense, conflicts of interest would by no means disappear ; 
and while different in form, these do not necessarily “ hurt ” 
less than in the case of strangers. 

But the more serious question is, how far ideal friendship 
intrinsically admits of generalisation over, say, the popula- 
tion of a modern nation,—and, of course, it must ultimately 
be over the world, since, for a world religion, national boun- 
daries have no moral significance. Considering love in terms 
of the Golden Rule, it is clear that men do not want from 
many “love” in the special sense of ideal friendship. If it 
is not a contradiction in thought that one might give the 
same quality and intensity of affection to all human beings, 
good, bad, and indifferent, to the most callous criminal or 
the farthest Eskimo or Patagonian as well as to one’s 
“nearest,” and still “love”? any of them—if this idea can 
be formed, it is surely neither attractive nor helpful as a 
moral ideal. It would seem that a “ Christian’? who tried 
to practice such love would have no friends,—being in that 
respect like the famous economic man. He would not be 
human. Hospitality as well as friendship would lose its 
meaning, to say nothing of “love” in any accepted 
interpretation. 

Such universal love quite clearly is not the meaning of 
agapé in the New Testament writings. It evidently refers to 
some intimate association, not to human relations in general. 
In most cases, perhaps especially in the Gospel of John and 
the writings of Paul, the reference is clearly to the “ brethren ” 
in the religious group. The material as a whole strongly 
suggests the fraternity idea, which is such a familiar and 
important phenomenon virtually throughout history and 
anthropology. Any attempt to universalise this attitude is 
obviously contradictory to its nature. We have to keep in 
mind that Christianity was originally a gospel or cult of 
“brotherhood,” in much this sense, and only gradually 
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became a world religion. Moreover, its message was first 
addressed to the lowly, the weak, and especially the politically 
helpless, living in a world where they had no outlook, no 
future, no “hope”. And the sex limitation of the concept, 
though not as extreme as in many other cults, can by no 
means be overlooked. In Paul’s churches the women were 
distinctly silent partners. Again, an essential feature of the 
teaching was the conviction of the imminence of the “ second 
coming” (parousia) and the establishment of the kingdom 
of God (or the Millenium). And even without this feature, 
the interpretation of Christianity as escapism, emphasised by 
Nietsche, unquestionably has a large degree of validity for 
the early period. 

That the existence of affection, in the sense of the most 
intimate and ideal friendship, still leaves problems to be 
solved, is obviously true where there is any disparity of 
circumstances between the parties. Perhaps it is true in 
rough proportion as such disparity exists. The romantic 
ideal of friendship seems to apply primarily to comrades 
in arms, or partners in adventure of some sort, hence almost 
exclusively to men, and men in the prime of life. Much of 
it is bound up with the concept of chivalry, which historically 
is neither Christian nor European. (But it was no more 
Mohammedan in the East than it was Christian in the West.) 
Chivalry is anything but democratic or equalitarian; it 
involves superiors as well as ‘‘ brothers”, and obedience 
as well as comradeship. The more prosaic but practically 
far more important modern conception of “live and let 
live’, specifically as regards tolerance of differences, in 
religion and politics and in opinions and tastes, is for the most 
part the product of commercialism, of business, and not of 
religion. This is certainly more constructive with relation to 
social problems than the ideal romantic or mystical brother- 
hood, in the religious or any other form. 

The general idea that love is no solvent of problems or 
reliable guide to conduct is perhaps best brought out by 
relations within the family. Certainly no amount (or kind) 
of “love”? answers or removes the problems of conduct in 
the relations between husband and wife. And this is more 
poignantly true of the relation between parent and child— 
as the difference in “ circumstances ” is greater. Deficiency 
of love surely is not the most common or serious source of 
family problems. Loving one’s children does not tell how 
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to raise them properly. The problem is rather that of loving 
in the right way, or expressing affection in the “right”, 
meaning “ wise’, conduct. Very commonly it appears that 
the presence of love complicates the concrete problems 
rather than contributes to their solution. Love may 
certainly clash with science in connections where the verdict 
rightly lies with the latter. 

The family relation is also the best illustration of the 
undoubted fact that we are under a moral obligation to 
treat in different ways persons who stand in different social 
relations to ourselves. We seem even to be bound to feel 
differently toward them, though an obligation to have a 
feeling also appears dubious under critical scrutiny. Passing 
over the whole question of the ideal of emotional relations 
between husband and wife, we consider only the relation of 
parents to children. The command to love one’s neighbour 
as one’s self may seem like a “hard saying”; but it is 
“ nothing ” in comparison with the obligation to love other 
people’s children as one’s own, as would be required by 
universal and undifferentiated or impartial love. This is 
not conceivably possible without destroying the private 
family and going over to some Platonic communism as the 
basis of social order—than which nothing could be more 
antagonistic to the accepted teachings of Christianity. And 
even if this were done, likes and dislikes within some kind of 
primary group appear to be quite inevitable. And in any 
case it is physically impossible to have organised social life 
with obligations diffused uniformly over the whole race 
without regard to nearness either of personal ties or functional 
connection.!. It is clear that personal obligations depend 
on and presuppose some form of social organisation and that 
ideals of personal relations and feelings cannot be used as 
premises from which to deduce norms of change in the social 
order. Conditions of effective action in daily life and of 
material progress conflict with any idealistic dream of universal 
freedom and brotherhood—even if that were really ideal in 
itself. Universal love or friendliness is only one aspect, 
one value, in the formulation of the ideal society toward 
which we must try to move. 

We turn for a moment to consideration of the Golden Rule 


1 The question of obligations bound up in the relation between employer and employee as 
individuals is of course particularly important in our world. One aspect of it will be mentioned 
later. 
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ideal of doing as one would be done by. In most real situa- 
tions, intelligent people know that the “ other” not merely 
does not want what we would want in his place, but also 
that what he wants is not what is good for him, or for the 
world, and that to give it is not the right course of action. 
And this is true even in the case of face-to-face’ personal 
relations, before we get to the problem-field of how to organise 
society. The solemn fact is that what people most commonly 
want for themselves is their ‘‘ own way,” as such, or especially 
power. And the question whether anyone ought to have 
power must be answered with very little reference to his 
desire for it or his own (honest) opinion as to-his fitness to 
have it. Indeed fitness seems to bear rather an inverse 
relation to desire—as Plato taught. The question of whom 
to love, and how, or specifically how to express love in action, 
under infinitely various conditions, is certainly not to be 
answered exclusively in terms of the desires or wishes of the 
“beloved ”’, though these are data which must be carefully 
considered. Love must be wise, and often stern. The New 
Testament scripture itself says that “‘ whom the Lord loveth 
he chasteneth ” (Hebrews 12: 6). 

What men want of others, as a matter of fact, is a question 
somewhat difficult to discuss without seeming to be cynical 
or satirical. What most of us actually want from most of the 
rest of mankind is pretty largely to “mind their own 
business and let us alone”. And on examination, this is 
found to be by no means a mere manifestation of original sin. 
It is in fact very largely the moral ideal! But it is not love. 
On the other hand, it is like love in that it answers no 
questions as to the social organisation ; for the whole content 
of minding one’s own business also depends on the social 
organisation, and takes this as given. Yet it helps towards 
a correct statement of the ethical problem. It helps to 
make it clear that the ethical side of the problem of social 
reform is not a matter of personal feelings, but that on the 
contrary, as we shall further emphasise later, positive effort 
is necessary to keep moral emotion out of the discussion 
or keep it from playing a direct role. The social problem 
is a matter, first, of attitude toward the law or the rules of 
the social game as they stand at any place and time, and 
second, of attitude toward higher general cultural and human 
values as a basis for changing such an existing set-up. It 
is the second which is the social problem in the strict sense. 


c 
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Before coming to that, however, a few remarks seem to be 
in place on the subject of personal feelings or emotions 
toward others. In the first place, the type of personal 
contacts and relationships which an individual naturally 
has, or as a matter of choice may have or avoid having, 
itself depends on the character of the social organisation. 
In any functioning social order, an individual undoubtedly 
has in some sense an “ obligation” to be friendly toward 
others with whom he comes in any contact, and also to show 
special sympathy, compassion, and material helpfulness, on 
‘appropriate’ occasions. This is not the place for a 
detailed homily on that subject, but one or two further 
observations seem to be called for on the content which is 
to be read into the Golden Rule injunction to do as you would 
be done by, and presumably to feel correspondingly. 

What we ought to wish for others is clearly what they 
ought to wish for themselves—with “ due” regard for their 
actual opinions .and feelings, of course. In this connection, 
the first general observation in order is in line with the 
principle of Puritanism—which is hardly suggested by the 
wording of the Gospels. Each person ought to want, and 
very largely does want, to stand on his own feet, to play his 
own hand, in accord with the rules of the game. In this 
regard, it is clear that much of what is commonly said about 
“helpfulness” and “service,” etc., is “mush ’”’, or worse. 
Not only does love, as concession to the other’s wishes, often 
conflict with respect for the person himself, or with intelligent 
desire for his well-being ; in addition, love of persons often 
conflicts with love of the higher values of civilised life. It 
is in this connection that the really subtle and difficult 
problems of moral conduct arise, and the great tragedies of 
life. Not all the persons whom society has to treat as 
enemies and whom individuals have to shun or oppose are 
morally odious.2 It seems to be not merely impossible, 


1 In this respect, the “ Pauline ” letters are often much more to the point. See Gal. 6: 4, 5. 
“‘ But let every man prove his own work and then he shall have rejoicing in himself alone, and 
not in another. For every man shall bear his own burden.” It is true that verse 2 in the same 
chapter reads, ‘‘ Bear ye one another’s burdens, and so fulfil the law of Christ”. There is, 
of course, no necessary contradiction. Even the Pauline writings which explicitly command 
men to work (even as a condition of eating ! 2 Thess. 3 : 10) stop short of any clear injunction 
to economic efficiency or recognition of economic progress as a real good. 

* “ Love for the unborn”’ only partly removes such conflicts, even in an abstract logical 
sense ; and it cannot be identified with personal love, and is more of a rationalisation than a 
reality. This meets the contention of those theologians who try to defend the Christian Ethic 
by defining love as identical with morality. It is fantastic to extend the concept to cover the 
moral urge or emotion as such; but even if that be done the whole intellectual problem of 
conduct is still left out of account. ‘The facts may be brought out by asking any chance group 
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but actually undesirable and unthinkable, that living should 
not to a large extent take the form of contest relations and 
be impelled by the competitive or emulative interest. This 
is overwhelmingly the nature of play, recreation or “ free ” 
activity and it is clearly a large factor in the ideal social 
order to convert work into play, or give to it the psychology 
of play as far as possible. This side of life seems not to be 
recognised in the New Testament at all, even in the Pauline 
and other letters, which are much more realistic and disposed 
to emphasise purposive action than are the reported teachings 
of Jesus. It is hard to think of sport or sportsmanship in 
connection with New Testament personalities or teachings. 
But sportsmanship seems to be the best that modern civilisa- 
tion has produced as a practical and effective moral ideal or 
sentiment. In a contest, what each one is trying to do and 
wanting to do is to win. (This means to win in accord with 
the rules, though many are often willing to win by breaking 
them, by “ cheating” !) Moral goodness toward an opponent 
in a game certainly does not mean “letting” him win, 
either openly or secretly (with possible exceptions of course). 

Moreover, it seems that helpfulness, in “‘ material” or 
economic activities should ideally be mutual, as far as possible. 
Now mutual helpfulness is precisely the ideal result of 
economic organisation on the basis of free exchange. Yet 
the formal, and enforced, mutuality of the market is only a 
short first step toward the ideal society and, as must be 
emphasised on every occasion, it leads to ideal results only 
under ideal conditions, i.e., under the condition that the 
whole framework of economic relations is ideal, as well as 
the individuals who enter into these relations. 

Viewed in the large and in ethical terms, what each and 
all should primarily help each other to do is to realise sound 
ideals of personality, which inseparably involves realisation 
of ideal social relations and institutions. But this again 
can only be done in the main by helping them to help them- 
selves, together with striving co-operatively to provide the 
most favourable possible conditions of self-realisation. In 


of Christians—say ministers—what should be done in regard to any public question. There 
will typically be no more agreement than in any other group from the same social and culture 
strata, or if there is it can usually be accounted for in terms of specific idols of the tribe; and 
where economic analysis is involved the preachers and reformers of religious cast can be counted 
upon to advocate easy and pleasant-looking or romantically appealing solutions for hard 
problems. In practice, they are particularly given to advocating the programme of taking away 
(by force) from those who have and giving to those who have not; and the pleasantness of 
this line of action is not at all necessarily a matter of pure love for the beneficiaries, 
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this connection, as already suggested, the most difficult 
of all the concrete problems is undoubtedly that of the 
“right” kind and degree of impartiality, and of partiality, 
to those who stand to “me” in any special relationship. 
It is evident that love of one’s friends, and especially one’s 
own children, is not unselfish and that the conceptions of 
selfishness and altruism admit of no simple definition. Even 
devotion to a cause, even a good cause, is often more or less 


selfish. } 


* * * * * 


A general view of the whole problem situation in society 
may be secured by adopting the standpoint of our earlier 
observation that in the context of reality and of relevance to 
reality, all discussion of moral values and conduct in the 
larger social relations must take place in two main stages. 
The first step in moral behaviour in organised society is to 
obey and to support the existing legal order. The first and 
presumptive definition of what is right in any doubtful case 
is the answer to the question What is the Law? And the 
law must be interpreted to include all generally accepted 
customs or standards which create “ legitimate expectations ” 
on the part of others.? 

But the duty of conformity with law is only a presumption, 
and is valid only within limits. Often there is no law which 
clearly applies, or there is a serious question as to how far 
the law itself is “‘right”. In so far as the individual feels 


1 When both are reduced to intelligible meaning, the principle of the Golden Rule and the 
Great Commandment is substantially identical with that of utilitarianism. In the latter the 
only doctrine which was either intelligible or effective was that “each should count for one 
and none for more than one”. (As we have already shown—in our discussion of idealism— 
the pleasure principle is either nonsensical or anti-ethical, and the same applies to the notion 
of “ the greatest good of the greatest number”’.) When we ask in what respect each is to count 
for one or what is the content of the good, Bentham—especially in his economic writings— 
interprets pleasure to mean freedom, and this is also the best concrete interpretation of doing 
as one would be done by. Yet, interpreted in an absolute sense, it yields the social philosophy 
of Herbert Spencer! The limitations of this have been pointed out in our first essay 
(Economica, February, 1939) on Liberalism. Freedom is relative to actual wishes, which 
may be wrong, and also to actual endowment with power in every form, which may be inequit- 
able, or wrong in other ways. Extreme individualism has no place at all for the “‘ helpless ” 
except through their moral or romantic appeal to the strong as individuals. 

2 This seems to be the practical lesson to be derived from Rev. Reinhold Niebuhr’s strenuous 
preaching. See especially Moral Man and Immoral Society (Scribner’s, New York, 1932). 
For example there may be no moral gain from the liberation of slaves by an individual master 
in a slave-holding society. The act might both make worse the condition of the individual 
slaves affected and strengthen the hold of the institution. It might well be more intelligent 
and more ethical to treat one’s own slaves as humanely as possible and to work for gradual 
rather than sudden improvement in the status of slaves as a class.—But this is not often 
the way moral sentiments work in history! They tend rather to generate strife and war, as 
happened in America over the slavery issue—in contrast with Europe, however, where slavery 
was not tied up with conspicuous racial differences. 
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compelled to pronounce that the law does not apply, or is 
wrong, the question of what is right behaviour becomes 
exceedingly complex and difficult. It is not simply a 
question of what the law ought to be. It may be one’s 
duty to disregard and break the law, because the particular 
case is clearly exceptional for some reason, a situation which 
law could not practically be made to cover. (This, of course 
does not militate against the theoretical validity of Kant’s 
principle of generality as the criterion of rightness.) To 
the question how far one should give the law the benefit of 
the doubt, because of modesty of belief or of the value of 
maintaining the legal order inviolate, there is no general 
answer. And whether the decision is to obey the law or to 
break it, one confronts the separate question whether to 
try to get the law changed. In general, the social problem 
is that of changing the law, including both tradition and the 
public and constitutional law, which is the legal machinery 
for changing the law itself. 

Thus our discussion brings us to the social problem as 
such, i.e., the problem of law making, which always means 
law changing, and in general means /egally changing an 
existing law. Society itself is properly defined as the legal 
order under which any group of people live. Any society 
is bounded by the area (along various “ dimensions ” of size 
and of kind and degree of sociality) within which people are 
actually subject to the same law. The area is not necessarily 
spatial or geographic, though this is now typically true for 
law in the formal or political sense. But any accepted rules 
of relationship among persons define a society as to extent, 
and as to the sense and the degree in which it is a society. 
Social problems, then, root in the brute fact that all organised 
relationships, or relationships of any degree of permanence 
whatever, imply a common recognition of rules, or an 
accepted pattern of action. It is an axiom of sociology 
that human beings, especially beings capable of discussion, 
could not possibly come into existence or continue to exist 
apart from a culture, or set of institutions.? 

1 Revolution, and even violent revolution, is not absolutely excluded. But there is an 
“almost” overwhelming presumption against it. (Cf. above on the consequences of the 
American in contrast with the European process of abolishing slavery.) And it is to be noted 
that ‘real’? revolution. a profound and sudden change in the legal system of a country, is a 
thing which practically does not and cannot occur. 

2 Historically, beyond doubt, societies, which is to say groups of men living under some 


common institutional or legal order. “‘ grew’? ; they were not “made”. No doubt there was 
a gradual transition from association by animal instinct, physically inherited, to culture, 
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The point here, and the main point of this discussion of 
Christianity as a whole, is the negative one, that the Christian 
teaching not only has nothing to say about this whole 
problem-field of change in social organisation, i.e., about 
law-making and constitution-making, which involve institu- 
tional change, but that it positively diverts attention both 
from a correct view of the problem and from the fundamental 
facts of social life out of which the problem arises. The 
spirit of New Testament Christianity (passing over the 
politico-legal activities of organised churches in later times— 
for which, incidentally, there is no scriptural foundation 
whatever) points definitely away from all matters of positive 
social action, whether thought of as compulsion exercised 
upon individuals, or merely as the rational adaptation of 
means to ends. As already noted, it has little if any bearing 
on the rational adaptive side of even the purely individual 
life. 

Since all organisation involves more or less compulsion, 
Christianity may be said to point toward an ideal world in 
which all organised activity would be absent, a society of 
antinomian anarchism. Even the type of constraint involved 
in public esteem and disesteem in relation to “ good 
manners ”’, can hardly be admitted into the picture. And 
it is surely beyond argument that such a social situation 
implies the complete absence of even individual economic 
problems and activities, to say nothing of organised economic 


transmitted by unconscious imitation (‘‘ ritual” in the broad sense) and then to conscious 
ordering of relations through law-making. But in the long stages of unconscious evolution 
there were no social problems in our sense. Whether the institutional pattern under which a 
group lived before becoming critically conscious of its institutions, as a system of constraint, 
should be called legal or not, is purely a matter of convenience in verbal usage. Our point 
is simply that social problems come into existence when this critical consciousness develops 
to a certain point. And their content is institutional or legal change, advocated as desirable 
(not merely desired) and opposed as undesirable, in more or less rational discussion—or at 
least advocated as desirable by some part of the group, against resistance, perhaps through 
mere unthinking inertia, on the part of the rest of its membership. 

1 Categorical negations are not only undemonstrable in the nature of the case, in the field 
of social phenomena, but they are rarely if ever entirely valid. In this case, one certainly 
could not say that the teachings of Christianity have had absolutely no influence on the develop- 
ment of law in “ Christian” countries. No doubt, moral judgments and principles which the 
law-makers and judges have supposed to be Christian teaching, or implications of Christian 
teaching, have played an appreciable role in guiding the activities of legislators and of judges 
in courts of record. Whether the sources were really and distinctly Christian, or are to be found 
in stoicism and natural-law philosophy, would be another question, and the main historical 
problem. It would be extremely valuable to have a careful study of the problem by competent 
theological and legal historians, particularly from the standpoint of the influence, first of the 
Roman Catholic canon law, and later of the Chancery and Equity courts, in the formation 
of our Anglo-American jurisprudence. 
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life.1 Possibly it may be useful, in some very attenuated 
sense, to have such an ideal held up before the world for 
contemplation, with no indication of the character of 
organised action required to move toward the ideal, and with 
the apparent implication that it can be realised merely by 
admiring it or by acting as if it already existed. This seems 
very doubtful to the present writer, but the question may be 
arguable. Such an ideal, we must observe, would involve 
not merely material conditions of life categorically different 
from any that are possible for any biological species living 
on this earth, but also a race of “‘ men ”—if they should be 
called men rather than gods—having uniformly very different 
characteristics from any known or any possible human 
beings, the differences reaching far down into their biological 
endowment. The kind of “goodness” that would be 
involved is certainly not “ good” for actual human beings 
living either in the actual world, or in the world as it can be 
imagined to become, as the result of any reasonably possible 
process of transformation, however long, by human agency. 
The social value of the role of parasitic saintliness in the real 
world is a question too long to argue, but the amount of it 
which can be defended as valuable, or which the world can 
afford, is certainly limited, and its value is highly indirect. 
It would seem that the situation is picturable in imagination 
only for disembodied spirits very different even from the 
“‘ gods ” of which we have anything like a concrete picture 
in any extant religion or theodicy. Certainly the deities 
of either the Greek or the Teutonic mythology would not 
fit into the picture. 

The intellectual problem underlying any project of social 
reform or transformation, i.e., the “‘ scientific ” sociological 
problem, is in the first place the relation between good men 
and good institutions or laws. Within some limits, 
undoubtedly, the one implies the other, and either may 
result from the other ; better men will make better institu- 
tions, and better institutions will make better men. That 
is, the problem of action centres in the order of priority, or 
of emphasis on the two lines of action, preaching or educating 


1 On the other hand, it would be wrong to assume that if all economic problems (in the 
ordinary meaning) ceased from troubling, a “ Christian’’ social order would become easy. A 
little reflection will show that any group activity,—in play or the pursuit of culture, as well as 
in “ work ” (even in psalm-singing !) involves power relations and differences in status. The 
“ politics ” of organisations in these other fields, and specifically in churches, do not actually 
differ significantly from the politics which relate to economic relations and problems—or they 


seem to be worse as often as better. 
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and legislating. Perhaps the first phase of the question to 
be distinguished, approaching it from the standpoint of 
Christianity itself, is that of how far it is possible to perfect 
human nature simply by preaching good will, by “ convert- 
ing ” individuals. 

Logically prior, however, to the problem of action in the 
concrete sense, is always the problem of deciding upon the 
results to be achieved by action. This is the problem of 
formulating ideals, the particular problem which these 
essays are written to emphasise as an intellectual problem. 
It is not even seriously discussed in most of the talk and 
writing about social reform, and it is no wonder that utter 
confusion reigns with respect to it. Recognition of the 
problem of ideals as logically prior to the problem of action 
does not in the least imply that it is necessary to have a 
detailed picture of the ideal society, the ultimate goal of 
action, agreed upon and blue-printed in advance. On the 
contrary; in the writer’s view, all activity is more or less 
explorative. Perhaps no proposition about purposive 
behaviour needs more emphasis than the fact that goals 
of action are probably never completely foreseen when the 
action is begun or decided upon. A certain element of 
uncertainty as to the result of action, a certain amount of 
curiosity as to what the result is to be, seems to be a necessary 
factor in motivation. The end is always more or less redefined 
in the course of the action itself, and an interest in this 
process of redefinition is inherent in the interest in action. 
The end or ideal which functions in advance of action is 
rather a sense of direction than an end in the concrete sense. 
Moreover, there seem to be no ends which are really final 
(no ‘‘ summum bonum”? in the classical sense) or which are 
not more or less consciously recognised in advance as means 
to further ends, and as becoming means to the extent that 
they are realised. 

But on the other hand, ends, even in the proper limited 
sense of a direction of change, are not simply fabricated by 
creative thought. They arise out of the criticism of what is, 
and rational reflection on the possibilities of improvement. 
This means that the question of ideals takes the form of 
“sound” criticism of the existing situation, and hence 
that a logically still prior requisite is knowledge, including 
understanding, of what the existing situation is. This is 
especially important not merely because all activities looking 
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to change begin “here and now,” but because they must 
operate entirely on the basis of means (in the most general 
sense) which themselves exist as a part of the existing 
situation. All these knowledge data are rather a part of the 
process of formulating ideals than temporally prior or 
prerequisite. 

In Western culture in our own day, the criticism of what 
is and the proposals for change of a reconstructive sort, have 
come to centre very largely on the economic organisation of 
society. From the standpoint of the intelligent student of 
the problem of reform, this fact is itself one of the essential 
features of the existing situation. And it becomes in a 
sense the “very first’ step to inquire into the validity of 
this belief. This is particularly important because relatively 
little objective examination is necessary to show that the 
belief that life is to be transformed for the better by changing 
the economic system, has only a very limited amount of truth. 

This fallacy is a feature in the confusion of prevalent 
“common sense” assumptions about the social problem. 
It is at least closely related to the doctrine of the “‘ economic 
interpretation ’’, the falsity of which has received brief con- 
sideration previously.1 It could be argued along several 
lines that the Christian teaching is more or less responsible 
for the spread of this idea, especially in the sense that it is 
undoubtedly in part a reaction from the indefensible notion 
that economic facts and interests are of no real or moral 
importance. 

In the present connection we can only sum up the situa- 
tion very briefly by pointing out that a rational attack upon 
the problem of social change is to be envisaged under three 
main heads or topics which in a sense are largely steps to be 
taken in the order indicated, but in a deeper sense are aspects 
of one process. The first topic, or step, must be the under- 
standing of the “ existing”? economic situation, especially 
the mechanics of organisation of the enterprise economy 
(usually miscalled “ capitalism”). As pointed out in our 
first article, on Liberalism, this inquiry itself again necessarily 
falls into two steps or stages, the understanding respectively 
of the general theory of such an economy, and of the diver- 
gences between the concrete reality and the theoretical 
picture, with the reasons for these divergences. As was 
also previously emphasised, this analytical order of attack 


1 See “The Ethics of Liberalism,” Economica, February, 1939, 
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is practically necessary because the first question of policy 
looking toward change is whether the undesirable features 
of reality are inherent in the general principles of the system 
or are primarily due to the divergences, and consequently 
whether the main principle of policy must be to make the 
system ‘* work” more in accord with the analytical theory, 
or to replace this general type of organisation machinery 
with another type embodying different principles. 

The second “ stage” in the analysis is the formulation of 
ideals, and in the first instance ideals of economic relations, 
and choice of directions of change, though this process cannot 
be carried very far ahead of the exploration of possibilities. 
The real difficulty is that the notion of possibility cannot be 
taken relevantly, if at all, in a strict yes-or-no sense. It is 
rather a matter of costs, and costs again are measured by 
values, or ideals. Thus we are plunged at once into the third 
aspect of the problem, or stage in the analysis, the problem 
of the means or processes of social change, meaning conscious 
(social) self-change or self-determination. Change. must 
obviously be taken in a transitive and active sense, or the 
discussion has no meaning at all. There is literally no 
‘sense ”’ in arguing purely in terms of causal analysis, either 
that changes in one phase of culture are treated as indepen- 
dent variables and regarded as “‘ causing’ changes in other 
phases, or more generally that an antecedent state or condition 
of culture as a whole causes or determines its subsequent 
state or character as a whole, from moment to moment.? 
We have to assume that there is real action, initiative, on 
the part of “individual minds”. Moreover, all action has 
to be pitted against a resistance of some sort to be thinkable. 
As already suggested, a social problem originates either in a 
difference of opinion—not merely of interest—between 
different members, or groups of members of the society 
itself (either as to the end of the change or as to some detail 
in the process) or at least in an opinion on the part of some 
member or members that change is desirable (not a mere 
desire for change) ; and the effort to effect the change must 
be resisted at least by “ inertia ”’. 

If we consider the economic aspect of society as the main 
field in which problems arise and change is called for, we face 


1 It is doubly nonsensical, proceeding from the standpoint of economic problems, however 
defined, to adopt the economic interpretation of history, i.e., to take the economic phase of 
social life (defined in the same way) as the independent variable which causes or determines 
everything else. 
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two main questions. The first has to do with the way in 
which the individuals who advocate change can act upon 
economic relationships. This suggests the alternatives 
already mentioned, that they may act either directly as 
individuals—in their own economic conduct, and by 
influencing the economic conduct of other individuals, 
through moral and intellectual persuasion—or they may act 
through the politico-legal organisation of society, by changing 
the laws and/or the methods of enforcement. For the 
most part it is, of course, the latter method which is chiefly 
in point (whatever ought ideally to be the case). The 
immediate question then is one of the efficacy of law in 
changing men’s economic behaviour, either by its very 
existence or through the machinery and process of enforce- 
ment. This refers chiefly to the “ criminological ” machinery 
of punishment, though the use of rewards may also be an 
important possibility.! . 

More generally, the problem of culture mechanics is that 
of the possibility of acting—meaning the ability of the 
proponents of action to act—either by preaching or by 
legislation, upon the economic side of life without at the same 
time affecting other phases or elements in the social and 
cultural life. More accurately, it is a question of social 
action that will effect a net improvement, an excess of good 
over evil in the economic sphere considered by itself, and 
either without affecting other social-cultural values, or 
without producing in other spheres a net damage which 
equals or exceeds the gain in that of economics. Even a 
summary outline of the main items of probable gain and 
loss through various possible measures of social action, in 
the economic sphere itself and in other spheres, would far 
exceed our space limits here. It should hardly need to be 
emphasised that as Bentham perpetually urged, there is a 
heavy onus probandi against legislative action, which is an 
intrinsic evil, because it involves compulsion, and also entails 
moral as well as material costs and uncertainties in enforce- 
ment. This is particularly true because the compulsion 
must always be administered by human beings politically 
selected and operating in a political setting, and—perhaps 

1 The working of reward and punishment is formally equivalent to exchange and a notion 
of equality or equity obtains in both. But we do not think of the imposition of a specified tine 


for being drunk and disorderly as an offer to sell the privilege for that amount! The psychology 
of exchange is very different from that of punishment even when both are in the hands of 


the state. 
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practically most important of all—because it tends in 
numerous ways to strain the resources of government, which 
are limited, particularly those of free government, and need 
to be conserved for indubitably necessary and possible tasks. 
Perhaps the feature of the situation which most calls for 
emphasis, because it is certain to be inadequately considered, 
is the general fact that any economic legislation—even if it 
were wise from its own point of view, which experience gives 
little ground to hope for !—inevitably has widely ramifying 
and serious effects on other phases of culture and social 
relations. This is particularly vital in connection with the 
family as an institution. On one hand, it is in the family system 
that the problems very largely arise, because, as merits 
constant reiteration, it is through the family that the 
“individual”? comes into being and acquires most of his 
economic endowments and characteristics—because, in short, 
an individualistic system is necessarily very largely familistic 
and not individualistic in a literal sense. But at the same 
time, it is also through the family that the individual becomes 
what he is in all other respects and that culture in general 
is perpetuated. The economic individual is not really an 
individual, for the purpose of any social action, not even 
the administration of the crudest and most essential features 
of the criminal law. Any possible action by political society 
upon its members as economic units involves some transfer 
of functions and of responsibility from the family to the 
state and tends to aggrandise the latter at the expense of the 
former, and morally, to weaken both. As already suggested, 
what we carelessly call egoism is in reality as much family 
egoism as it is individual; the basic conflicts of interest lie 
as much between families as between individual persons. 
One of the most appealing economic reforms is the reduction 
of the “ artificial’ advantage or disadvantage in the com- 
petitive struggle which individuals receive through the 
“accident ” of birth. (And, we should add, through either 
the “ accident ”’ of marriage, or the influence upon marriage 
of economic status and prospects of prospective or possible 
partners in that relation.) Inherited handicaps can be 
dealt with to some extent by such measures as inheritance 
taxation on one hand and by the provision at “ social ” 
expense of educational opportunity—and conceivably also 
other elements of.a fair start in life—on the other. But all 
such measures are subject to limits and to grave dangers if 
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carried to extremes, unless we are prepared to contemplatc 
the abolition of the private family altogether and the 
establishment of some kind of Platonic or ultra-Platonic com- 
munism. (This idea is no less un-Christian because Plato 
is supposed to have intended his proposal of property and 
family communism only for the governing classes of a 
society stratified almost to the ideal of caste.) 


* * * * * 


The teachings of Christianity, as a basis for the discussion 
of ideals for the guidance of economic reform present in 
the first place the same general and essential weakness or 
defect that was emphasised in the discussion of liberalism. 
They look at morality as a matter of ideal relations between 
individuals who are taken as given. But from the stand- 
point of any discussion of organisation, individuals are not 
given, and in fact are not really individuals at all. For the 
purposes of any formal or legal action directed toward 
rational change (in contrast with preaching), society is a 
thing of institutions far more than of men. And at the 
head of the list of institutions, transcending in importance 
all others combined, is the institution of the private family— 
or whatever institutions might take the place of the private 
family in any other type of social order. 

It is to be kept in mind, too, that there are fairly narrow 
limits to the theoretical possibilities of replacing the family 
by any large-scale political unit. There seems to be no way 
of preventing any administrative group from being more or 
less of a “clique”, and indeed, the matter of personal 
harmony in the staff is one of the primary features of effective 
administration or management in any enterprise. How far 
it is conceivable for the teaching of Christianity, and/or 
any possible educational system (whether itself based on the 
spirit of Christianity or on compulsory discipline, as the 
Marxists seem to contemplate) to reduce the importance 
of this factor, is an open question, as indeed is that of how 
far it is abstractly desirable to do so. 

But the heart of the difficulty of Christianity as an approach 
is not merely in the fact that it ignores the concrete problems 
of the moral-legal order in any possible world of social 
relations conceivably realisable by any biological species 
living on the earth. It lies not even in the fact that the 
Christian type of moralistic teaching tends to distract 
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attention from the real problem by clearly implying or actually 
saying that “love” would solve all these problems, or what 
is still worse, that it is practically possible to solve them by 
preaching love. The concrete effects of envisaging the 
problem in terms of any sort of individual rights or individual 
obligations to any other individuals, are positively evil in 
amore concrete sense. It implies—and as far as it is effective 
at all, tends to bring about—a social order which is definitely 
contrary to fundamental moral ideals, and not merely to our 
ideals but to the general character of moral ideals which is 
necessarily implied in the fact that they are discussed at all. 
The direct effects of ‘‘ preaching ” about economic relations 
and obligations are in general bad ; and the kind of legislation 
which results from the clamour of idealistic preachers—and 
from the public attitude which such preaching at once expresses 
and tends to generate or aggravate—is especially bad. All this 
is the natural consequence of exhortation without knowledge 
and understanding—of well-meaning people attempting to 
meddle with the workings of extremely complicated and 
sensitive machinery which they do not understand. 

‘The paradoxical results in real life can be sufficiently 
indicated by a little consideration of the worst concrete cases, 
namely, religious-moralistic pronouncements about the obliga- 
tions of employers to employees, particularly in the matter of 
wage-rates. An adequate example is at hand in the doctrines 
of the papal encyclical Quadragesimo Anno of Pius XI in 
1931. And the Report on Christianity and the Economic 
Order of the Oxford Conference of World Protestantism 
(non-Roman Catholic Christianity) of 1936, is similar; it 
is better, or not so bad, in that there is less of it in content 
and. less self-confidence and authoritative dogmatism in the 
expression. The least familiarity with the “laws” of 
economics—a much abused term which properly means 
only the general facts—will show that any general pressure 
on the employers to pay wages appreciably above the market 
value of the service rendered is in the first place certain to be 
injurious to the interests of wage-workers—but more 
especially to those wage-workers who are already in the 
weakest position. The argument in proof cannot be 
elaborated here.? 


1 The writer happened to be invited to speak to a conference of liberal ministers in the early 
days of the “‘ New Deal,” and specifically of the N.R.A. One of the items on the programme of 
the meeting was an almost hysterical protest by a negro minister on the way in which the 
wicked employers were tending to replace negro workers with white as a consequence, or by 
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But even this is by no means the end of the evil that 
naturally follows from such ignorant if well-intentioned 
tinkering with the machinery of economic organisation. 
A very little, and very elementary, analysis would again 
show that the general implication and natural result of 
making the payment of wages in excess of the value of the 
service a moral or legal obligation of the individual employer 
is in the first place to establish a feudal or quasi-feudal 
relationship between employer and employee generally. 
But under modern conditions of technology and other factors 
involving wide (ultimately world-wide) economic relation- 
ships in production, exchange and distribution, such a 
feudalism is itself not generally or permanently possible. 
The natural political consequence of such interference must 
be either to segregate whatever elements in the population 
are not economically worth the wage set, and make them 
permanently wards of society, or else to cause the reorganisa- 
tion of society itself under some kind of all-inclusive bureau- 
cratic despotism. In the long run, the latter is much the 
more probable, or some combination of the two, involving 


much of the evil of both. 
* * * * * 


In conclusion: We come back to our initial contention 
that Christianity affords no concrete guidance for social 
action, beyond an urge to “do good and avoid evil” ; and 
this is not Christian in distinction from any other religion, 
or from secular morality. The problem is, what is good, 
and what is evil, in political activity. In the first centuries 
of its history, the appeal of Christianity was to the lowly 
strata of society, not to persons holding any sort of power. 
The lowly were clearly exhorted to accept the existing 
structure of status and power relations, to obey constituted 
authorities, and not to try to “do anything about it”. 
When persons in positions of power, and particularly rulers 
of states, came to be Christianised, they found little if any- 
thing in Christian teaching to guide them in the use of power. 


them pretended consequence, of the legal fixation of minimum wages. It was, of course, entirely 
useless for an economist to point out to the assembled highly intelligent and liberal brethren 
that such results are in fact the inevitable consequence of such action, that in fact, given the 
action, replacement of inferior by superior employees is actually desirable ; for if there is 
to be unemployment, it is better to have it concentrated on the least efficient. This is in the 
interest both of increased production and of reducing both the public burden and the amount 
of avoidable suffering and discomfort in connection with relief. All that they could see or 
imagine was that here were some unexpected detailed effects of the nature of evasion, to be 
met by further restrictions and more punitive measures of enforcement. They could not 
be envisaged as indicating anything wrong with the general policy. 
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There was no doubt an implication that they should be gentle 
and humane in the performance of their “duties”? ; but as 
to the content of these duties, it could only be inferred that 
they consisted in enforcing the laws, and perhaps gradually 
“humanising ” them—whatever that might mean. Surely 
it was not their function to introduce any important changes 
into the political or social constitution. 

By that time, however, the Christian movement itself 
had become highly organised along authoritarian lines, and 
the official interpreters of Christian doctrine regarded it as 
the first and main duty of the political authorities to support, 
and defer to, the authority and power of “the Church”, 
i.e., of these officials themselves. And in performing this 
duty, political functionaries were by no means supposed to 
be either gentle or humane. At least, it was made very 
clear that heretics and blasphemers who did not promptly 
yield to admonition faced the most cruel punishments that 
could be devised, culminating in death by torture. In fact, 
the Church more and more demanded political power in its 
own right, to be exercised by its own administrative and 
judicial appointees. 

In consequence, down to the time when the power and unity 
of the Western Church were broken by forces partly religious 
but largely secular, the meaning of Christianity for political 
action would be read less out of any moral pronouncements 
than out of the acts of the Church itself, in its courts low and 
high, and in its political and even military struggle for power. 
The general verdict of history is that, where its own power 
was not at issue, the policy of the Church as a political system 
was simply utilitarian, in accord with highly conservative 
standards. It may be argued that—again, where its own 
power was not in question—it was a humanising force, in 
some degree. But it certainly cannot be shown that the 
humanising of political power and of ordinary morals and 
manners went on more rapidly than would have happened 
under different religious conditions. It is not implied that 
the contrary can be shown ; we do not know. 

If we turn to the “ scriptures ”’, the one recognised source 
of Christian teaching now generally recognised as authorita- 
tive, it seems impossible to read into the text any exhortation 
to, or ideal of, rational efficiency, or progress, in any form. 
On the contrary, we find quite definite statements that such 
things do not matter. But we know, if we know anything, 
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that if they do not matter, civilised or human life does not. 
For civilised life under mundane conditions simply cannot be 
pictured without quite extensive power relations between 
human beings, in addition to power over nature. A defen- 
sible ethic doubtless condemns overemphasis on power ; 
but it must include both the right use of power and the quest 
of power—by right methods—for right uses. The concrete 
relation between amount and kind of power in both these 
senses and its various uses, and the quality of culture and of 
human life, measured in moral terms, is indeed a problem ; 
but it is merely one of the most important phases of the 
general problem of social action on which the teachings of 
Christianity shed no light, or even tend to be definitely 
misleading. Indeed, with the possible exception of some 
aspects of face-to-face personal relations, scriptural Chris- 
tianity gives no more guidance for individual action in 
fields where power plays a minimum role than it does for 
individual or social policy in relation to power itself. It 
makes no place for either the intellectual or the esthetic 
side of life, or for either the appreciative or the creative 
aspect of either of these realms of value. By implication 
it condemns all these interests. The Church has indeed 
found a place for intellectual speculation and for art,—but 
only in the service of the religious life and of the Church 
itself, as an organisation, ‘a power system. 

Moreover, the practical result of the teaching, in connection 
with the material and cultural progress which modern 
history has exhibited, is paradoxical, morally disconcerting, 
and largely evil. In large part, religion seems merely to 
sublimate any moral urge which people have, giving it 
expression and release in more or less esthetic ritual, and 
leaving them entirely free, except for an hour or so in the 
week, to pursue worldly objectives by worldly methods. 
And when the urge to action persists, and the “ Gospel of 
love”? ceases to mean merely a mystical, almost cabalistic, 
emotion among the lowly, a consolation for the lack of more 
substantial life advantages, a mental-spiritual escape from 
its evils and deprivations—and perhaps a formula for salva- 
tion in a future world, and when it comes to mean active 
love for the lowly and down-trodden on the part of more 
fortunately situated persons, it quite naturally tends to 
become both a gospel of hate toward the “ privileged 
classes ”, and a conspiracy to seize and use power to effect a 
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social revolution in which these classes will be “ liquidated ”’. 
Thus, in good Hegelian style, extremes meet and antitheses 
blend. Not only does love turn into hate as the effective 
social attitude, and submissive renunciation of power into 
resort to violence, but the gospel of peace turns into a call 
to arms for the proverbially most brutal sort of war, civil 
war, class war. The tendency of Christianity to join hands 
with revolutionary Marxism is one of the conspicuous 
trends of the times, in countries where all social movements 
and public discussion of social problems have not been sup- 
pressed by a dictatorship, either of the (self-appointed 
spokesmen for the) exploited proletariat, or of the (self- 
appointed leaders of the) advocates of preserving civilisation 
—as the case may be. And in any event, as we have 
emphasised, the approach to problems of economic inequality 
and unfreedom (or what appears to be such) in terms of 
‘“‘ moralistic’? judgments of personal rights and duties, in 
the absence of careful economic and politico-legal analysis, 
is virtually certain to have consequences utterly different 
from the intentions of the reformers, and predominantly evil. 

But it is usually easy for the Christian apologist to escape 
from any unpleasant implications, by alleging wrong inter- 
pretation of the meaning of the doctrine. It is perhaps 
better to leave this problem-field with the observation made 
at the outset that the actual role of religious professions and 
beliefs, to say nothing of religious “‘ practices ”’, in the working 
lives of men is one of the profound mysteries of history and 
of social life. Indeed, mystery—or plain ignorance—seems 
to be the last word in the discussion of all the main elements 
in the political-economic problem. We do not know, either 
what are right ideals, or how the social-economic process 
works and what it can be expected to bring forth in the 
absence of interference, or how to interfere “ intelligently ” 
with its “natural” operation and development. At least 
there is little evidence of a consensus of the competent or 
unanimity in the mass on any of these main elements of the 
problem of reform. Only on that part of the second and 
third problems which is the subject matter of price-theory 
economics can it be said that any great headway toward 
satisfactory treatment has been made, and that is but a 
limited aspect of the total problem of action. Without an 
adequate ethics and sociology in the broad sense, economics 
has little to say about policy. 
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Rowland Hill and the Penny Post 


By R. H. Coase 


On August 17th, 1839, the Royal Assent was given to 
an Act which authorised the introduction of a uniform 
penny post in Great Britain. The reform was actually 
introduced on January roth, 1840. This measure originated 
in certain proposals of Rowland Hill which were first made 
public in his famous pamphlet, Postal Reform, its importance 
and practicability.1 It meant a complete change in Post 
Office policy. Whereas previously the charge for a letter 
had been based on distance,? inland rates of postage now 
became uniform for a given weight whatever the distance 
over which the letter was carried. Another change was 
that payment was now to be made by the sender, whereas 
previously it had been made by the person receiving the 
letter. 

To many people, of course, the main feature of the new 
policy was the considerable fall in the rate of postage. In 
this paper, however, our main interest will not be the change 
in the average level of postal charges; nor will it be the 
change to pre-payment, which brought about the introduc- 
tion of the postage stamp. Our attention will be directed 
to the uniformity of charge which resulted from the adoption 
of Rowland Hill’s proposals. More than anything else, it 
was this which distinguished his reform from other pro- 
posals which had been made relating to the Post Office. 


1A small edition, marked ‘‘ Private and Confidential”, was circulated to his friends and 
others he thought would be interested in January, 1837. A second and public edition was 
brought out in February, 1837. See the Preface to the second edition and The Life of Sir 
Rowland Hill and History of the Penny Post, by Sir Rowland Hill and George Birkbeck Hill, 
pp- 262-267. This work, which was the main source of information for this article, will be 
referred to as The Life. ; 

2 This was not the distance between the two places as the crow flies, but the distance over 
which the letter was actually carried by the Post Office. This even led to Post Office opposi- 
tion to the introduction of cross-posts on the ground that it would reduce their revenues. 
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The adoption of a uniform postage in Great Britain had 
a very great influence. It led to similar action on the part 
of foreign Governments and to other measures, of which 
the Imperial Penny Post was one. Furthermore, the 
uniformity of charge has familiarised people with this 
method of pricing; it has become thought of as “ reason- 
able”? ; and undoubtedly the demand for uniform charges 
over the country for, for example, the telephone and electricity 
derives its strength from the actual experience of uniformity 
in the case of the postal service. In this paper, an account 
will be given of the economic doctrines underlying Rowland 
Hill’s proposals. They afford an interesting example of the 
deductive method being applied to the pricing problems of 
a State enterprise and for this reason they should be of 
interest to academic socialists. 


RowxanpD Hitw’s Earuy LIFre 


It would be difficult to appreciate Rowland Hill’s views 
without some knowledge of his family, since he was greatly 
influenced by their strong Liberal traditions. It was their 
boast that, on the maternal side, they shared a common 
ancestor with the first wife of John Hampden. On the 
paternal side, they claimed alliance with Butler, the author 
of Hudibras. The immediate ancestors of Rowland Hill 
were not. men or women of fame; but family tradition 
makes many of them suffer or triumph in the cause of 
freedom.1 Rowland Hill’s father, Thomas Wright Hill, was 
a remarkable man.? He had been employed in many 
businesses, but decided at the age of 40 to set up as a school- 
master. Rowland Hill was then 7 and he became one of 
the first pupils. At the age of 12, however, he became a 
teacher in the little school. Owing to his father’s lack 


1 See The Life, chapter one, for the tale of John Hill, the ‘‘ honest juror”; of James Hill, 
who refused to vote for his squire and lost his supply of faggots; of another ancestor whose 
refusal to place his vote at the disposal of a rich brother-in-law lost them an inheritance ; of 
Sarah Simmons, who left her home and fortune rather than marry her parents’ choice. These 
tales were the pride of the family and it was in this atmosphere that Rowland Hill was raised. 
As his brother Matthew Hill said, they were “ born to a burning hate of tyranny ”, see E. C. 
Smyth, Sir Rowland Hill, p. 9. 

* He had an active mind, but seems to have lacked a sense of perspective. Among other 
things, he invented a short-hand and a system of proportional representation. During the 
Birmingham riots, he was one of a party which defended Priestley’s house and an injury he 
received that night caused him to postpone his marriage. 

3 The school itself later became famous, largely as the result of a book entitled Public 
Education, written by Matthew Hill, assisted by Arthur and Rowland Hill, describing the 
system employed at their school. " 
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of system, he later took charge of the accounts and became 
in fact the real headmaster of the school.? 

There can be little doubt that it was his father who was 
responsible for his interest in political economy and his 
attitude to it. His father loved to discuss social questions, 
particularly “those matters that make up the life of a 
good citizen in a free state”.* He had early come under 
the influence of Priestley and was a Benthamite. A diligent 
reader of Adam Smith, Rowland Hill tells us that ‘“‘ He was 
in political matters always right. As long as his children 
could remember he was a thorough free trader. He con- 
demned all laws against usury. He laughed at all social 
objections to the employment of machinery.”* ‘“ Our whole 
family might be regarded as a little political economy club, 
sitting not indeed at stated times, but yet at short intervals, 
and debating, if not with much method, yet with great 
earnestness.”* This was the atmosphere in which 
Rowland Hill was brought up, and as the quotation above 
indicates, he came to share his father’s political views. In 
his discussion of purely economic problems, he shows 
a grasp of essentials which says much for the training 
he received. 

At the age of 38, Rowland Hill decided to leave school- 
teaching and he became secretary of the South Australian 
Commission, a colonising venture with which Wakefield 
and Torrens were associated. It was while secretary of 


1 There is a danger in this summary account that too little attention will be given to the 
attainments of Rowland Hill’s brothers and to the help that they gave him. _ In the obituary 
of their father in the Spectator for June 21st, 1851, it is stated: ‘‘ All the brothers, like their 
father, are publicly useful men; and by a sort of confederacy of talent, accordance of opinions, 
and unity of sentiment, strengthen each other in their several departments.’ Whenever a 
difficult decision had to be made, a family council was called and Rowland Hill often benefited 
from their deliberations. He was the third son of a family of eight, six of whom were sons. 
The eldest of the brothers was Matthew, a lawyer, one of the first members for Hull in the 
Reformed Parliament, a writer on criminology and later Recorder for Birmingham. The 
next son, Edwin, was for thirty years Comptroller of the Stamp Department at Somerset House, 
a writer on currency and other subjects. The iourth son, Arthur, was always engaged in 
teaching and became the headmaster of the school. ‘The next son, Frederick, was one of the 
first inspectors of prisons and was also a writer on criminology. Later he took an appointment 
at the Post Office to assist his brother Rowland. ‘The last brother, Howard, died when only 
25. His death was a grave loss to the family. His tavourite study had been political economy 
and of him it is said that ‘‘ He had read Adam Smith’s great work as if it had been an attractive 
novel.” Further information about this extraordinary family will be found in the Memoir 
of Matthew Davenport Hill, by Rosamond and Florence Davenport Hill, and Frederick Hill, 
an Autobiography. From this book I quote one last example to show what manner of family 
it was. It occurs on page 77. ‘‘ The question of Parliamentary Reform had taken a firm 
hold of the public mind by the beginning of the year 18331. The period being one of national 
crisis, we held a family council to determine what action duty to our country called upon us 
to take. All agreed that one member should be spared from the work of the school and set 
at liberty to take an active part in the coming struggle. I was chosen tor this purpose.” 


* The Life, p. 19. Blbtd., Pa 23% A ]bad.,, 02 \23¢ 
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this body that he came to write his pamphlet Post Office 
Reform. 


Post Orrice REFORM 


I now come to a consideration of Rowland Hill’s views 
on Post Office policy. It should be remembered that my 
chief concern will be his views on uniformity of charge. 
In the main, I follow his exposition in Post Office Reform. 

In 1835, there was. a surplus in the general revenues 

and, says Rowland Hill, “we naturally speculated as to 
its application in the reduction of duties ”.2 Their thoughts 
turned to a consideration of postal charges and Rowland 
Hill settled down, with the aid of a quantity of blue-books 
lent to him by Mr. Wallace,’ to study the problem. The 
results of his investigations were published in Post Office 
Reform. 
_ He starts by drawing attention to the fact that reduc- 
tions in taxation have affected the tax yield very differently. 
Even when the yield has fallen, the extent of the decline 
has varied greatly; in one case, coffee, a 50 per cent. 
reduction in the duty was actually accompanied by an 
increase of more than 50 per cent. in the yield. From 
this, he draws the conclusion that great care “should be 
exercised in the selection of the tax to be reduced in order 
that the maximum of relief may be afforded to the public 
with the minimum of injury to the Revenue”. He then 
goes on to say: “The best test to apply to the several 
existing taxes for the discovery of the one which may be 
reduced most extensively, with the least proportionate loss 
to the revenue, is probably this: excluding from the 
examination those taxes, the produce of which is greatly 
affected by changes in the habits of the people, as the taxes 
on spirits, tobacco, and hair-powder, let each be examined 
as to whether its productiveness has kept pace with the 
increasing numbers and prosperity of the nation. And 
that tax which proves most defective under this test is, in 
all probability, the one we are in quest of.” 

Investigation showed that the Post Office net revenue 
had certainly not grown at the same rate as the population 


1] quote from the second edition. The page references are not given. 

*The Life, p. 242. 

3 Ibid., p. 246. Mr. Wallace was M.P. for Greenock and had concerned himself 
particularly with criticisms of Post Office administration. 
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nor at that of a similar duty, the tax upon stage coaches. 
Rowland Hill concluded that the tax on the transmission 
of letters should be reduced. To discover what reduction 
was possible, he argued that it was first necessary to esti- 
mate the natural cost! of conveying a letter and then to 
add to this a duty sufficient to produce the required 
revenue. 

As a first step towards finding the natural cost, Rowland 
Hill sought to discover the actual cost. He found that 
“the average cost of conveying a letter or newspaper, 
including the cost of collecting the tax, is, under the present 
arrangements, about 14d.” This sum, however, was prob- 
ably too great since he thought that some expenses, the 
cost of the packet service, for example, were capable of 
reduction while other services were met by special charges. 
He decided first to confine his attention to the apparent 
cost of the primary distribution of letters, by which he 
meant “the transmission of letters, etc., from post-town 
to post-town throughout the United Kingdom, and the 
delivery within the post-towns ”, and to neglect the cost of 
the secondary distribution or “‘ that distribution which pro- 
ceeds from each post-town, as a centre, to places of inferior 
importance”. He then finds that for the primary dis- 
tribution the average cost is 84 hundredths of ‘a penny, 
of which one third or 28 hundredths represents the cost of 
transit.* 

He points out that the smallness of the cost of transit 
may occasion some surprise and then he goes on to give 
his famous example of the cost of conveying a letter from 
London to Edinburgh. This he estimated to be one thirty- 
sixth part of a penny. “ Tf, therefore,” he concludes, “ the 
charge for postage be made proportionate to the whole expense 
incurred in the receipt, transit, and delivery of the letter, and 
in the collection of its postage, it must be made untformly the 
same from every post-town to every other post-town in the 
United Kingdom, unless it can be shown how we are to 


1 This he defined as ‘“ the cost which would be incurred if the Post Office were conducted 
on the ordinary commercial principles, and postage relieved entirely from taxation”. Another 
definition of the natural cost which was given was ‘‘the price at which competitors would 
be content with, if the carriage of letters was a free trade” (Edinburgh Review, January, 1840, 
P- 545): a 

2 Rowland Hill goes on to point out that ‘“ the cost of transit will, under ordinary circum- 
stances, be in tolerably direct proportion to the weight carried ; and as a newspaper or franked 
letter weighs on an average as much as several ordinary letters, the average expense of transit 
for a letter chargeable with postage is probably about one-third of the amount above stated, 
or nine-hundredths of a penny ”’. 
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collect so small a sum as the thirty-sixth part of a 
penny.”” 

In coming to this conclusion, it cannot be too strongly 
emphasised that Rowland Hill was speaking of the primary 
distribution. What plans had he for the secondary dis- 
tribution? ‘In the present state of things, the secondary 
distribution of letters is in some places a source of loss. 
This appears to me to be undesirable; every branch of the 
Post Office ought, in my opinion, to defray its own expenses, 
although it is, at the same time, important that the ramifica- 
tions should be as numerous as possible. The most equitable 
arrangement appears to be this: Let the whole weight of 
taxation be thrown on the primary distribution, which 
ought to include every place which can be reached without 
absolute loss to the revenue, and let each department of 
the secondary distribution just defray its own expenses. 

‘““As some gentlemen, for whose opinion I have a high 
respect, think that letters should be distributed for the 
same charge in all districts, even where from the thinness 
of the population their distribution would be a source of 
considerable loss to the Revenue, | think it necessary to 
examine this part of the subject more fully. 

“In the first place, it may be remarked, that a limit 
must be drawn somewhere. No one would contend that 
letters are to be distributed at the minimum rate over a 
district such as may be found in many parts of Scotland 
and Wales, and even in some parts of England, where people 
in the receipt of letters live two or three miles asunder. 
A system of secondary distribution must, therefore, be 
provided for. It may, however, be said, give a discretionary 
power to some one; but a discretionary power lets in 
favouritism and error, whereas a self-regulating principle is 
a security against these evils. It would, perhaps, be some 
approach to a definite arrangement to say that all villages 
shall be included under the primary delivery. I very much 
doubt if any important village would, under economical 
management, be excluded by the principle which I advocate, 
from at least one delivery per day (and there could be no 
necessity for a double dispatch to small places off the direct 

1 He goes on to add that “the expenses of receipt and delivery are not much affected 
by the weight of each letter, within moderate limits; and, as it would take a nine-fold 
weight to make the expense of transit amount to one farthing, it follows that, taxation apart, 


the charge ought to be precisely the same for every packet of moderate weight, without reference to 
the number of its enclosures”. 
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lines of road). The question, however, is whether one part 
of the distribution shall be conducted at the expense of 
the other part? 

“Tt is said that it is in the interest of society to make 
some pecuniary sacrifice for the purpose of sending the 
post into remote places ; because, generally speaking, they 
are the less penetrable retreats of ignorance. As an abstract 
proposition this is undeniable; and by extending the post 
to every place to which it can be conveyed without injury 
to the Revenue, the principle would be to a great extent 
adopted ; inasmuch as such an arrangement would throw 
not only all the tax on the more populous places, but all 
the fixed expenses of superintendence, etc.: but to attempt 
to go beyond this, would, as it appears to me, be sacrificing 
the interests of the more populous, without benefiting the 
less populous places. For if the charge be in all cases made 
uniform, it is manifest either that the revenue must suffer, 
or that the charge, as regards the large towns, must be 
advanced. If Government can give up the revenue, there 
is no difficulty in the matter; but if not, the adoption of 
this principle must lead to an increase in the charge on all 
letters. There is no eligible medium between a penny and 
two-pence, therefore the universal charge would become 
two-pence ; but two-pence per letter, or a penny in addition 
to the primary charge, would, in all probability, suffice 
for the secondary distribution, as in very remote places 
there might be a delivery on the alternate days only, as at 
present. Thus, for the sake of uniformity, postage would 
be doubled to the whole community, when doubling it for 
the part only where the transmission is accompanied with 
increased expense would be sufficient to secure the revenue 
from injury. It appears, then, that the adoption of the 
principle under consideration would, as already stated, 
injure the towns without benefiting the villages.”! He then 
went on to sketch a plan for secondary distribution. He 
thought this might be undertaken by local authorities such 
as the Guardians of the Poor, who could either make a 
charge on delivery for each letter or would raise the cost out 
of the parochial rates. Alternately, the Post Office could 


1 This justification of his view that every branch of the service ought to meet its own 
expenses is not found in the first edition. There it was taken to be self-evident. It “ ought 
certainly” to be so. In the second edition, this becomes “ ought, in my opinion”, while 
the long argument quoted above is added. There were clearly some among the supporters 
of the uniform penny post who did not advocate it because of cost considerations, and it is 
interesting to note that Rowland Hill was at pains to combat this view, 
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undertake it, making an extra charge on delivery. “If 
this plan were adopted, the central authority of the Post 
Office would be relieved of nearly all care with respect to 
the secondary distribution of letters; the frequency, and, 
consequently, the expense of which would in each instance 
be regulated in exact accordance with the wants of the 
district.” 

This then was Rowland Hill’s plan. He argued that in 
the case of the Post Office, taxation apart, differences in 
prices could only be justified by differences in costs and 
that for the primary distribution, variations in distance 
affected costs to such a small extent that it would be fairer 
to charge a uniform price. Since, however, the cost of the 
postal service would be higher in certain districts than the 
receipts, he suggested a secondary distribution which was 
to bear an additional charge. His view was that each 
branch of the service ought to be self-supporting. Any 
other policy he thought to be “contrary to the true prin- 
ciples of free trade, as swerving into the unsound and 
dangerous -practice of protection”. What he advocated 
was not uniformity, but uniformity in so far as it was 
justified by costs.? 3 

If these were his views, one might well ask why he did 
not advocate the abolition of the Post Office monopoly. 
In fact, he was in favour of this step. He tells us that 
“it implies the removal of an offence from our statute book, 
and the probable rise of a wholesome competition wherever 
the service is performed with less than the greatest efficiency 
and cheapness; a competition which, more perhaps than 
any other external circumstance, would tend to compel the 
department to have due regard to simple merit in its officers, 
and economic efficiency in all its arrangements.” He 
realised that there might be difficulties since the Post Office 
is forced, owing to Government policy, to serve certain 
districts at a loss, but he concludes: ‘‘ Upon the whole, 
however, I am so impressed with the evils attaching to 
every monopoly, that I cannot but regard the abandonment 

1 The Life, Vol. Il, p. 405. 

2 It is interesting to note, for example, that he wished Hampstead and Epping Forest to 
be in the secondary distribution. 

3 1t must again be emphasised that I am dealing in this paper with Rowland Hill’s views 
on the question of a uniform postage. His pamphlet contains many highly interesting sugges- 
tions relating to the management of the Post Office. His advocacy of pre-payment was, of 


course, of extreme importance, 


“The Life, p. 405. 
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in question, after due preparation, as a desirable step.’ 
Although these were his views, it was fairly evident that 
an agitation to remove the Post Office monopoly was not 
likely to get Government support, while there was a possi- 
bility of inducing the Government to change Post Office 
policy. Besides, it was Rowland Hill’s view that the Post 
Office was an undertaking which could be well managed 
by the State and he clearly hoped that many of the dis- 
advantages of the Post Office monopoly would be eliminated 
by his proposals. None the less, it is important to remember 
that Rowland Hill favoured the abolition of the Post Office 
monopoly. 


Tue AcitatTion For Postat REFoRM 


I should like to consider briefly the way in which Rowland 
Hill’s ideas came to result in the passage of the Act estab- 
lishing uniform postage. Following the circulation of the 
first edition of his pamphlet, Rowland Hill had an interview 
with the Chancellor of the Exchequer but the Government 
were reluctant to support his plan. Soon afterwards, 
he received an invitation to give evidence before a 
Committee which was sitting to consider the London postal 
service. The report of this Committee gave him partial 
support, but in any case it was not acted upon. The publica- 
tion of his pamphlet, however, brought him powerful support. 

The Government continued to oppose his plan and the 
Postmaster-General of the day, Lord Lichfield, stated that 
‘* Of all the wild and visionary schemes which he had ever 
heard or read of, it was the most extraordinary”. It was 
questioned whether the increase in letters carried would be of 
the order estimated by Rowland Hill and in any case there 
was doubt whether the Post Office could carry the additional 
letters.2. In November, Mr. Wallace pressed for a Com- 
mittee to be set up to examine Rowland Hill’s proposals. 
This he obtained and was himself made Chairman. About 
the same time a Mercantile Committee had been formed 
which campaigned up and down the country on behalf of 
the uniform penny post. The formation of this Committee 

1 The Life, p. 406. 

2This argument drew the following retort from Rowland Hill in a letter to the press: 
‘* Without adverting to the means which I have distinctly pointed out for obviating any such 
inconvenience, I am sure that your lordship will not have much hesitation in deciding whether, 


in this great and commercial country, the size of the Post Office is to be regulated by the 
amount of correspondence, or the amount of correspondence by the size of the Post Office” 


(The Life, p. 294). 
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was mainly due to Mr. George Moffatt, a tea merchant, 
“who had made a fortune by the simple invention of selling 
tea to all retailers and dealers throughout the kingdom, at 
the uniform price of the market daily, by adding one half- 
penny a pound to such price, as his profit ”.* 

When the enquiry started, the chief witness was, of course, 
Rowland Hill. He was examined at great length about all 
aspects of his proposals, a large part of the time being 
devoted to the organisation of the secondary distribution. 
When, following his evidence, two Post Office officials were 
examined, the first stated that he did not understand the 
distinction between the primary and secondary distribution, 
while the second, who said he understood it, was unable to 
see its advantage. Rowland Hill, on the advice of his 
friends, then withdrew his plan for a secondary distribution 
and suggested that his proposals for the primary distribution 
be applied to all places to which there was a delivery.? 
In this way, the plan for a secondary distribution dis- 
appeared. 

In the evidence, the objections to uniformity were few. 
Dr. Lardner, as perhaps befitted the future author of a 
work on railway economics, argued that price ought to be 
based on value, but this view found no favour at that time. 
The Post Office officials, in general, favoured uniformity ; 
it would simplify their work and in fact already operated 
to some extent in the foreign posts. The main objections 
to Rowland Hill’s plan were on other grounds. The prac- 
ticability of payment in advance was questioned, while 
doubt was thrown on his estimates of the effect of 
a reduction in postage on the volume of letters carried. 
But a great deal of support was revealed in the evidence, 
much emphasis being placed on the effect of cheap postage 
on the life of the poor. When, however, it came to the 


. mar Henry Cole, Fifty Years of Public Work, Vol. I, pp. 35-36. 

‘Some of his friends expected that the minor points would be laid hold of to raise a 
‘atti of objections, and smother the great good. He very shortly saw this was likely, 
and withdrew from before the Committee his excellent plan for a secondary distribution. To 
all who are familiar with public meetings or debating rooms, it is known that the smaller the 
point, the greater the number of speakers . . . so with the Post Office officials and Mr. Hill’s 
plan” (W. H. Ashurst, Facts and Reasons in Support of Mr. Rowland Hill’s Plan for a Universal 
Penny Postage, 1838). It is easy to see that the merchants, bankers and politicians who 
were Rowland Hill’s main supporters would not wish the plan to be jeopardised for what 
would seem to them a small matter. Cobden thought the plan for a secondary distribution 
a detail, to be settled when the main proposal was agreed. And as we have seen there were 
some among his supporters who were not in favour of this part of his proposals. Rowland 
Hill afterwards regretted the abandonment of the distinction between the primary and 
secondary distribution, 
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deliberations of the Committee, the motion in favour of 
uniform postage’was only passed by means of the Chairman’s 
casting vote. The motion for a penny postage was actually 
lost ; the Committee compromised, however, on a rate of 
2d. Great pressure continued to be exerted in favour of 
a uniform penny postage. That it succeeded at last is 
itself a curious tale. The Melbourne Government, owing to 
radical opposition over the Jamaica Bill, decided to resign. 
Peel, however, was unable to form a Government owing to 
the Bedchamber Controversy. It was then, as the price of 
radical support, that the Melbourne Government decided to 
introduce the uniform penny post. ‘Thus one of the 
greatest social reforms ever introduced was, to speak plainly, 
given as a bribe by a tottering Government to secure political 
support.””} 


CoNCLUSION 


It is not my aim to discuss the history of theory relating 
to postage since the introduction of the uniform penny 
post in Great Britain.? I should, however, like to consider 
some of the results of this reform. 

“In two-and-a-half years, the theory of a private indi- 
vidual became the law of the land; and efforts are making 
in France, Germany, and other countries, to introduce into 
their own systems the principle on which the plan is 
founded.” So wrote Matthew Hill. None the less, it is 
doubtful whether Rowland Hill’s views have been well 
understood.‘ It is important to remember that uniformity 
was achieved largely because it was part of a plan which 
lowered rates of postage, while Rowland Hill’s attempt to 
distinguish between primary and secondary distribution— 
a distinction which would have exposed clearly the rationale 
of his plan—failed. It is true that the idea that costs of 
transport represent a small part of the cost of a letter is 
fairly widely known. The fact that costs also depend on 

1 The Post Office of Fifty Years Ago, p. 24. 

2 For a discussion of this subject, see A. D. Smith, The Development of Rates of Postage (1917). 

3 In an unsigned article in the Edinburgh Review, January, 1840. Snes 

4 McCulloch is manifestly unfair in his comment on “‘ Post Office Reform ”’ in his Literature 
of Political Economy. These views of McCulloch seem to represent a change of opinion. 
Rowland Hill tells us that he had ‘‘ resented the delay in adopting my plan, had in conversa- 
tion with myself, strongly condemned the Ministers, and threatened to expose them in the 
Edinburgh Review. The only circumstance to which I could attribute his change of opinion 
was that he had recently been appointed head of the Stationery Department. We all 


know, and I myself have been charged with such experience, that questions often assume a 
new aspect when viewed from the windows of a Government office” (The Life, p. 338). 
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the number of letters carried and the density of the popula- 
tion (the basis of the distinction between primary and 
secondary distribution) is now largely ignored. 

The misunderstanding of Rowland Hill’s position soon 
came. Jevons in 1874 is found to be protesting against 
arguments used in advocating uniform rates for the tele- 
graph—and even for the railways! “Many people appear 
to have got a notion that there is some magical efficacy in 
low uniform rates, so that they are sure to produce a great 
net revenue. I can imagine no grounds for the notion 
except the great success of Rowland Hill’s penny postage. 
I believe it is the false argument from analogy again, that, 
because the Post Office pays with low uniform rates, there- 
fore telegraphs and railways must pay under similar regula- 
tions.” And Jevons goes on to add: “ It would be interesting 
to learn how many persons, who in the present day admire 
and discuss the results of Sir Rowland Hill’s reform, have 
ever taken the trouble to look into the original pamphlet 
in which he demonstrates the practicability of a uniform 
penny rate. They would there discover that his scheme 
was founded upon a most careful and scientific investigation 
into the cost of collecting, conveying, and distributing letters. 
. . . He advocated a uniform rate mainly on the ground 
that it was more nearly proportional to cost price than any 
other which could be levied... .’”? 

The fact is, however, that when Rowland Hill’s principle 
is referred to it is uniformity that is meant and not that 
prices should be related to costs.* At times, there has been 
a gross misrepresentation of Rowland Hill’s views. Con- 
sider, for example, the following statement by Mr. R. J. 
Beadon : “ When Rowland Hill decided to make the postage 
the same for a letter to Scotland as to the one to the next 
street in London, his calculation was based not only upon 
the large proportion of total costs assignable to terminal 
charges, but upon a general principle of ‘ making the good 
pay for the bad’. The millions of letters collected and 
delivered in London and other large centres at a high profit 

1 Cf. The Life, p. 311. This is even true of Smith, op. cit. See, for example, Chapter 18. 

2“ The Railways and the State,” in Methods of Social Reform, p. 369. Compare also the 
article ‘‘ On the analogy between the Post Office, Telegraphs, and other systems of conveyance 
in the United Kingdom, as regards Government Control’’, in the same volume. 

7 If it is true, as Marshall suggests, that “The divergencies between charge and cost 
of service for postal services are indeed grotesque”, this is clearly something of which 


Rowland Hill would have disapproved. The reference will be found in Industry and Trade, 
p- 428, note 1. 
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make up for those delivered at great distances and in out- 
lying parts at little or no profit and often at considerable 
loss. This principle is still confined to the United Kingdom. 
It should be extended to the Empire. ... Admit the 
principle, as it has been admitted since 1840, of ‘ taking 
the rough with the smooth’, and there is no just. ground 
for drawing a ring-fence round the United Kingdom and 
applying the principle there and there only.’’! 

It seems to have been the opinion of Henry Fawcett, 
the only professor of political economy to become 
Postmaster-General, that it would be undesirable that 
prices and costs should be related. ‘‘He was always 
eager to improve the mail service to remote towns; 
and would observe that one good result of State manage- 
ment was the consideration of out-of-the-way places. A 
private management, he said, might probably have intro- 
duced a halfpenny post in London, and have left the country 
worse served than at present.’”? It is worth comparing this 
with Rowland Hill’s view that the abandonment of the 
distinction between primary and secondary distribution 
actually had the effect of retarding the extension of postal 
facilities to out-of-the-way places. “As the additional 
charge would have repaid the cost of extension, the most 
ostensible as well as the most valid objection thereto would 
have been removed; and that development might have 
been rapid which was, in fact, lamentably slow.’ 

There is indeed good reason to deplore the abandonment 
of the distinction between primary and secondary distribu- 
tion. It would have exposed the rationale of Rowland 
Hill’s plan and might have led to a rational discussion of 
price policy and its relation to costs. As it is, the magic 
word “uniformity ” has been substituted for thought. 

1R. J. Beadon, Uniform Imperial Postage, p. 16. Mr. Beadon even goes so far as to criticise 
Mr. J. H. Heaton (later Sir J. Henniker Heaton), on the ground that he ignores Rowland 
Ilill’s principle of ‘“‘ making the good pay for the bad” (p. 49). Mr. Heaton, however, in 
advocating the Imperial Penny Post, states ‘‘ That the principle of making each separate 
branch of the service pay cannot be, and is not, observed in the colonial, any more than in 
the home postal service, and that it is, in fact, inconsistent with the imperial idea’ ({mpertal 
Penny Postage). Mr. Heaton was a great protagonist of the Universal Penny Post and it 
was largely due to his efforts that the Imperial Penny Post was introduced. 


2 Leslie Stephen, Life of Henry Favwcett, p. 438. 
3 The Life, p. 253- 
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Ex-Ante Analysis and Wage Theory 


By A. P. LERNER 


ATTEMPTs to understand and make use of the concepts 
ex-ante and ex-post, as used by the Swedish school of 
economists, have never yet yielded me anything more useful 
than a headache, so that although I have long suspected 
that ex-post is an unnecessary prefix to the actual quantities 
and prices discussed in economics, while ex-ante is nothing 
but a more or less confused idea of a schedule which has 
not yet been completely emancipated from the idea of a 
quantity (or, less frequently, a price), I have been a little 
afraid that my suspicions rested on too subjective a basis. 
It was therefore very pleasant to find a clear justification 
of my suspicions in the work of no less an authority on the 
Swedish school than Professor Ohlin himself. 

In an article! where he is simply giving an account of 
the Stockholm School and his own theory of saving and 
investment, ex-ante refers quite clearly to definite quantities 
(and perhaps also prices) and not to schedules at all. Thus 
Professor Ohlin says: “ Let us now turn to a comparison 
of the ex-post and ex-ante concepts. Every one of the former 
has got a corresponding one among the latter,” and speaks, 
e.g., of “the inequality of S, (ex-ante savings) and J, 
(ex-ante investment)”. Ex-ante income, or investment or 
what not, is a definite quantity or value (or price)—the 
item as it is expected before it actually comes about. That 
is why it is called ex-ante. The expectation is liable to 
turn out wrong, so that when we see afterwards, or ex-post, 
what the item actually did amount to, we can measure the 
degree of error in the divergence between the ex-ante 
estimate and the ex-post actuality. 1 wish to stress that 
in this use ex-ante, like ex-post, refers to a single definite 


1 “Some Notes on the Stockholm Theory of Savings and Investment,” Economic Fournal 
(March, 1937). 
2 [bid., p. 640 
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value of an item. Otherwise there would be no “ corres- 
pondence ” between ex-ante and ex-post concepts, nor could 
one speak of the equality or inequality of two ex-ante items 
like S$, and J,. 

The difficulties of speaking of “‘ ex-ante’ quantities without 
getting lost in vagueness and ambiguities have often been 
pointed out? and these limit the applicability of the concept 
to very special and highly simplified models of economic 
behaviour. It can be used, for instance, with the “cob- 
web” diagram (Figure 1). Producers finding themselves 


Fig. I 


1 These are extremely well put by Mr. Hawtrey in the Economic Fournal (September 
1937); PP» 439-40 
E 
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in the ex-post position 1, expecting this price to continue, 
conceive of position 2 ex-ante. They produce the quantity 
corresponding to this, but the price unexpectedly falls 
so that ex-post we get position 3 instead. For the next 
period the planned, or ex-ante, position is position 4, but 
ex-post we get position 5 instead. This can go on, the even 
numbers showing ex-ante quantities and prices and the 
odd numbers indicating the ex-post situations. This may 
ultimately lead to an equilibrium (as suggested by the figure) 
or not, and indicates an approach at “process” or 
“dynamic” analysis. But in this form it can be applied 
only on the extremely narrow assumptions that have been 
examined by Dr. Lange.? 

It needs very little inspection of Fig. 1 to see that the 
joining up of the odd numbers gives the demand schedule 
and that the even numbers lie on the supply schedule. 
This does not mean that ex-post is connected with the 
demand schedule in some way and that ex-ante is connected 
with the supply schedule. The odd numbers show actual 
or ex-post positions only because in the short periods to 
which these positions refer the supply curve is perpendicular 
so that both schedules pass through the ex-post positions. 
It is possible to reverse the relationship between the odd 
and even-numbered positions by reversing the implicit 
assumptions about the time lags. Starting from position 2, 
speculators, who know the shape of the demand schedule, 
will expect prices to fall, giving position 3 ex-ante, but as 
price falls output is unexpectedly reduced so that position 4 
is an ex-post position, and so on. The even numbers appear 
to be ex-post now because we have assumed that the curve 
showing demand by speculators is horizontal, so that in 
the short period the even numbers lie on doth schedules. 
From a long period point of view all the positions, odd 
and even, except m, are imaginary and therefore only 
ex-ante. But m is the long period ex-post position because 
both sets of ex-ante positions pass through it. 

It should be noted that in the last sentence, if we put 
‘equilibrium ” in the place of “‘ ex-post” and “ schedules ” 
in place of “sets of ex-ante positions ”’, we get a much more 
familiar proposition without changing the meaning. But 
this movement from ex-ante to schedules is somewhat 


1“ Formen der Angebotsanpassung “und wirtschaftliches Gleichgewicht,” Zeitschrift fir 
Nationalékonomie, 1935. 
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anticipatory. At this stage of the argument it becomes 
clear first that there is not one definite ex-ante value that 
can be paired with each ex-post value, but that the ex-ante 
value, or the plan, depends upon where one starts. At the 
price of position 1 the ex-ante values are given by position 2 
and so on. 

In a second article Professor Ohlin, after warning us that 
in this he may be going beyond his Stockholm colleagues,} 
has ceased to speak of ex-ante items as definite quantities 
that can be quantitatively compared with each other and 
with corresponding ex-post items. Now “the quantities 
each individual is willing to supply depend on the interest 
rates. In other words, the plans [l.e., ex-ante quantities] 
are in the nature of alternative purchase and sales plans.’’? 

In this development the emphasis is shifted from the 
anticipatory or forward looking nature of ex-ante items to 
the fact that there is not a single value but several alternatives 
like the positions numbered in our Fig. 1, that only need 
joining together to show a schedule. 

This process is completed by Professor Ohlin in a third 
article, in which he has perhaps left his Stockholm colleagues 
far behind. There we read much more explicitly that 
“* when it is said in price theory that the price of a commodity 
is governed by supply and demand, the meaning is that 
it is determined by the demand and supply curves which 
express the planned sales and purchases at different possible 
prices during the certain future period. These curves are 
ex-ante concepts.”* “ Ex-post we have only the point of 
intersection of these curves, ex-ante we have the whole 
curves which determine where the point of intersection 
will be.”5 And finally, ““ Anyone who refuses to accept 
this analysis of the pricing of claims must, I think, refute 
also the Marshallian supply and demand curve analysis 
in toto.’ 

What Professor Ohlin has done is to save the word ex-ante 
by emptying it of its original content, using it for the 

1 “ Some Notes on the Stockholm Theory of Savings and Investment, II,” Economic Journal 


(June, 1937), p. 221. Tos ac 

2 Ibid., p. 224. ‘The italics and the bracket insertions are mine. The word ex-ante has 
been dropped by Professor Ohlin except for the beginning of the paragraph, where this 
analysis is introduced as “a causal analysis which runs chiefly in ex-ante terms.” 

3 “ Alternative Theories of the Rate of Interest: Three Rejoinders,” Economic Fournal 
(September, 1937). 

4 Ibid., p. 423. 

5 [bid., p. 424. 

© Jbid., p. 426. 
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familiar Marshallian supply and demand curves analysis 
which nobody wants to refute, and leaving his Stockholm 
colleagues in the position of holding the baby. By this 
procedure he is enabled to have the best of both worlds. 
He can carry on his economic analysis with the accustomed 
supply and demand tools while wearing the outer trappings 
of the Stockholm fraternity. In this he is very much like 
those scientists with socialist sympathies who contrive 
to satisfy their scientific consciences while achieving ideo- 
logical solidarity with superstitious communists by adding 
to their declarations of faith in Dialectical Materialism a 
footnote to the effect that all that the latter means is that 
the world is subject to change and that the omission of 
relevant considerations in any problem may lead to false 
conclusions.? 

Although I have not been able to obtain any results 
by the use of ex-ante methods, I would not like to deny 
that important service may yet be rendered by them. It 
does, however, seem clear, a priori, if not ex-ante, that they 
cannot be used to answer questions like ‘“‘ What determines 
the rate of interest in some sort of equilibrium situation ? ” 
and that attempts to use them in this way must lead to 
failure or—as in Professor Ohlin’s case—to the old method 
that is suitable for dealing with such a question being 
dressed up as ex-ante analysis. Its proper place is in the 
investigation of dynamic processes in terms of successive 
adjustments to new situations created by previous adjust- 
ments. One can be appalled by the inevitable complexity 
of such tasks, but one can raise no objection to the validity 
of the procedure. 

There is, I think, a lesson to be learnt from Professor 
Ohlin’s emphasis on the ex-ante nature of the Marshallian 
schedules. It may be considered as an antidote to the 
opposite weakness of paying insufficient attention to the 
schedules as indications of the forces at work in determining 
an equilibrium situation and concentrating too exclusively 
on the equilibrium conditions. There are many things on 
which a shift in the equilibrium may depend, and a failure 
to look at the schedules may obscure important considera- 
tions. A case in point is provided by Professor Pigou in 
considering recently whether a cut in money wages would 

1 See A. P. Lerner, “Is Professor Haldane’s Account of Evolution Dialectical?” in the 
American Science and Society (Spring, 1938). 
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increase employment.’ Professor Pigou examines a suggested 
equilibrium position to see whether it really satisfies the 
conditions of equilibrium, and goes wrong in his analysis 
because he fails to consider the nature of the operating 
forces as they are shown in the relevant schedules. This 
procedure can be described as a concentration on the ex-post 
situation, or the conditions of equilibrium, while neglecting 
the ex-ante analysis of the nature of the schedules which 
determine what the equilibrium position (if any) will be. 
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Fig'2 


The problem may be illustrated by a diagram (Fig. 2). 
Monetary policy is such as to make M, the supply curve 
of money available, slope upwards to the right. There is 
no investment, so that there can be no saving. L, the 
demand curve for money, slopes down towards the right 
for two reasons. (1) At a lower rate of interest the value 
of assets held (other than money) is greater (because of 


1 “Real and Money Wage Rates in Relation to Unemployment, Economic Fournal 
(September, 1937), Section II, pp. 407-11. 
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the lower rate at which the expected future yields of the 
assets are discounted to give their present value), while 
the cost (in interest forgone) of holding cash is lower, 
so that there will be a tendency to increase cash holdings 
to restore the equality between the marginal utilities of 
holding cash and other assets respectively. This may be 
called the direct or liquidity effect. (2) At a lower rate of 
interest the propensity to consume is supposed to be greater 
(i.e., the elasticitv of demand for future income in terms 
of present income is supposed to be greater than unity), 
so that effective demand is greater, employment and output 
are greater, and the transactions demand for money is 
greater.1 This may be called the indirect or transactions 
effect. 

If there is a cut in the money wage, which is expected 
to remain indefinitely at the new level, the demand for 
money to hold at any rate of interest will fall in the same 
ratio as the wage; for there will be the same volume of 
real investment and income at prices reduced in the same 
proportion as wages and the value of assets will also fall 
proportionately together with their expected future yields.* 
This gives us the new curve of demand for money to hold, 
L’, which is obtained by reducing all the abscisse of the 
L curve in the same proportion as that in which the wage 
has been reduced. 

The new equilibrium is at B. The rate of interest is 
lower. The amount of money is less in terms of itself by 
BE, but in terms of wage units it has increased by ED, 
since B at the new wage unit (or, roughly, price level) 
corresponds to D at the old. The increase in the amount 
of money in terms of wage units (ED) is absorbed partly 
in supplying the greater demand for liquidity, because the 
rate of interest is lower—the direct effect—and partly in 
satisfying an increased transaction demand because of 
increased income—the indirect effect. In the new equilibrium 
reached after a wage cut (which is expected to be permanent) 
there is a greater volume of employment. 

From our schedules we can see that the increase in 


1 The complication that at different levels of employment the distribution of income between 
wage-earners and others, therefore, also, the liquidity preference, will be different, is mentioned 
by Professor Pigou but the direction of this influence is net indicated. Such a difference 
in distribution will also affect the propensity to consume and so affect L again. Both of 
these complications are either left out of the argument or supposed to be included in the 
L curve. 

? Except for the effects on liquidity preference, and on the propensity to consume, of 
the shift of real wealth from debtors to creditors. These complications, too, are neglected. 


1939] EX-ANTE ANALYSIS AND WAGE THEORY 443 


employment depends upon the increased propensity to 
consume, which in turn depends upon the reduction in 
the rate of interest. If the propensity to consume did not 
change with the fall in the rate of interest (i.e., if the elasticity 
of demand for future income in terms of present income 
were unity), the second reason for the LZ curve sloping down 
to the right would disappear, and B, although showing a 
lower rate of interest, would no longer indicate a greater 
volume of employment. If the propensity to consume were 
to diminish with the rate of interest (i.e., if the elasticity 
of demand for future income in terms of present income 
were less than unity), B would indicate a lower volume of 
employment.? 

Professor Pigou does not consider such (ex-ante) schedules 
but examines a suggested equilibrium position (ex-post) 
for its consistency. He takes position C—at the same 
rate of interest as in the initial position and consequently 
the same volume of employment—and shows that it is 
not an equilibrium position. This can be done by showing 
that not all the conditions of equilibrium are satisfied, and 
the procedure is to assume all but one of the conditions 
to be satisfied and to show that from this it follows that 
the remaining one is not satisfied. Which condition is 
left to the last and shown not to be fulfilled is perfectly 
arbitrary, but the emphasis that naturally falls upon this 
condition is liable to make one suppose that it is more 
significant than the others. It would appear that Professor 
Pigou falls into just this trap. 

He shows that at C, if all the other equilibrium situations 
are satisfied, price will exceed marginal cost so that there 
is a tendency for employment to increase, and concludes 
from this that employment in the new equilibrium will 
be greater. Although this happens to be the right answer,” 


1 Tf, in such a case, the declining transaction demand for moncy with a cccline in the 
rate of interest were sufficient to offset the increasing liquidity demand, the L curve (and 
also the L’ curve) would slope downwards to the J/eft, and a small cut in wages would bring 
about a large fall in the rate of interest and a large fallin employment. Employment would 
have to fall as much as is necessary to offset the increased propensity to save that is brought 
about by the fall in the rate of interest. If the Z. curve were no steeper than the .W curve 
and coincided with it, the rate of interest and the corresponding volume of employment 
would be in neutral equilibrium as long as wages were unchanged, and the smallest wage 
cut would reduce employment and the rate of interest indefinitely ; while if it were flatter 
than the M curve, the initial “equilibrium” would be unstable even in the absence ot a 
wage cut. These possibilities are examined in more detail and by a different method below, 
PP: 447-449. 

2 Accidentally, for the disequilibrium at (’ would bear the same symptoms, though the 
final equilibrium would show a decline in employment, if the propensity to consume were 
to move in the same direction as the rate of interest. 
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Professor Pigou’s procedure obscures the essential part 
that the reduction in the rate of interest plays in bringing 
about the increase in employment, attributing the increase 
in employment to the wage cut rather than to the reduction 
of the rate of interest, which alone is essential—the wage 
cut being merely one way of bringing about the reduction 
in the rate of interest. Or, one might say, the wage cut 
has the described effects only through the reduction in the 
rate of interest.? 

This criticism having been made by Mr. Kaldor?—much 
more completely than in this article, where the main issue 
is not the content of the particular argument but the 
methodology—Professor Pigou has yielded on the argument, 
but persists in the faulty method and so gets into further 
trouble. He again concentrates on the examination of a 
situation ex-post to see if it is an equilibrium situation and 
to observe the values of its variables without paying adequate 
attention to the operating forces—the propensities—that 
determine what equilibrium position (if any) will be reached 


1 The general relationship here discussed can be illustrated by the following diagram:— 


(DIRECT EFFECT) 


rrmiivintanscemat nn (fe, 


Fig. 3. 


i, the rate of interest, affects 4, the value of assets other than money, and this affects L, 
the demand for money to hold. i also affects J, the scale of investment and C(Y), the 
propensity to consume. J and C(Y) determine Y, income, and 7 also affects L. L in 
conjunction with the monetary policy determines the rate of interest. This completes the 
simplified system of interdependent relationships. In the particular case taken by Professor 
Pigou, J is taken as fixed (at zero), so that this branch of the “indirect effect” drops out 
of the scheme.- A wage cut has the effect of cutting ZL in the same proportion for given 
values of 4 and Y in terms of wage units. This reduces i and increases 4, but whether 
the reduction in 7 increases or diminishes Y will depend on whether it increases or diminishes 
Py 

* N. Kaldor, “A note on Money Wages and Unemployment,” Economic Fournal (December 
1937). 

* A. C. Pigou, “ Money Wages in Relation to Unemployment,” Economic Fournal, March, 
1938, pp: 134-38. 
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We now have propensities instead of schedules because more 
variables are brought in and the operating forces are functions 
of more than one variable. . 

This time, instead of a situation with the old level of 
employment, it is the new equilibrium that is the centre 
of attention. It is observed that in this new equilibrium, 
after the wage cut, employment is greater and the rate of 
interest is lower ; but in spite of one over-generous adoption 
of a phrase used by his opponents,! Professor Pigou does 
not recognise the function of the lowered rate of interest 
as an instrument for bringing about the new equilibrium 
with the greater volume of employment.? It is for him 
simply another result of the wage cut, overlooked by him 
at first, but now recognised as parallel with the increase 
of employment. The use of the word “ through ” is conceded 
to insistent critics but only “in the sense” of a necessary 
concomitant in the new equilibrium—which takes away 
the whole significance of the word. 

What Professor Pigou shows in his revised account of 
the argument is that zf a new equilibrium is reached after 
a wage cut it will be one with a larger volume of employment 
and a lower rate of interest, or that if the rate of interest 
is somehow reduced, a new equilibrium with a larger volume 
of employment is possible after the wage cut without any 
change in monetary policy. What he does not show, and 
his method prevents him from showing it, is that the new 
equilibrium is reached only through a reduction in the rate 
of interest in the normal sense that the reduction of the 
rate of interest is a necessary step in the causal chain of 
events leading from the wage cut to the new equilibrium. 
The wage cut diminishes the demand for cash holding and 
thus lowers the rate of interest. The reduction of the rate 
of interest diminishes the desire to save so that there is 
greater expenditure on consumption and income increases 
until it has restored the desire to save to its original level. 
(In our case this, like investment, is zero.) The “ liquidity 
preference theory of interest”? is thus an essential part of 
the argument for without it no mechanism is indicated 


i “Tn the sense that it [the wage cut] would not entail an increase in employment unless 
it entailed a reduction in the rate of interest, we may properly say that it acts on the 
volume of employment through the rate of interest.” Lconomic Journal, March, 1938, p. 137. 

2 The smaller 44 which, with the wage cut, represents the same quantity of money in 
terms of wage units is available at a lower 7 if the monetary policy is unchanged. A shift 
in the supply curve of money—a liberalisation of monetary policy—has exactly the same 
effect of increasing the amount of money in terms of wage units available at any rate oi 
interest and therefore brings about more directly the same results as a wage cut. 
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which would reduce the rate of interest and so bring about 
the increase in employment that is necessary for equilibrium. 

This result that a wage cut leads to increased employment 
and a lower rate of interest is reached by Professor Pigou 
for the more practical case, on which he concentrates his 
interest, where p, the rate of time preference, falls as TY, 
the aggregate real income (that always moves in the same 
direction as employment), increases. p is essentially an 
equilibrium concept or a result which effectively obscures 
-the nature of the propensity that it represents, namely 
the propensity to save as a function of Y and 7, the rate of 
interest. The mere use of the concept suggests, without 
explicitly committing the author to this view, that the 
elasticity of demand for future income in terms of present 
income is greater than unity. p is that rate of interest 
which is just high enough to prevent the representative 
man’s time preference (or higher valuation of present over 
future income) from inducing him to consume some of 
his capital. A rate of interest lower than p would, presumably, 
not be sufficient to do this and would be accompanied by 
dissaving, while a rate of interest higher than p would be 
accompanied by positive saving so that in general an increase 
in r tends to increase S while a decrease in r tends to decrease 
S. A p which diminishes as Y increases therefore implies 
that an increase in Y offsets the effects of a decrease in 
r; and since a decrease in 7 tends to diminish S, this means 
that an increase in Y tends to increase S. p falling as Y 
increases therefore means that S is an increasing function 
of both r and Y.1 On these assumptions, stated much more 


1 Mathematically the matter may be put thus :— 
S= ge Yr). f is the set of values of 7, one for each value of Y, for which S=c. o=F(p, XY), 


ds sr bart If we consider only (equilibrium) positions where S=o. dS also=o 
r 


appear. (dp. not dr, because the total differential change considered is along the 


or 

ait where the effects on S of changes in r and 7 offset each other so as to keep S=o) 
6s 

i ahs ee If of <o then S and = must both be of the same sign, and from the implica- 
er as as 

tion in the concept of “‘rate of titne preference” that aes it follows that va is also 

r 

>o. (They might both be <o but this case may be neglected.) If a then S must 
os ; d os 

=o (or 5 as which may be neglected.) If ano then S and - must be of opposite 


sign, and both of these possibilities are examined in the text- I am indebted to Dr. Oskar 
I.ange for helping me to express these relationships in mathematical form. 
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explicitly by Mr. Kaldor, the results about the nature of 
the new equilibrium follow, even if there is no indication 
of how, if at all, the new equilibrium is reached. 

The dangers of Professor Pigou’s method are seen more 
clearly when he comes to consider the other cases. “If 
it [p] were independent of aggregate real income, a cut 
in money wages would increase employment, while leaving 
the rate of interest unchanged ” (p. 138). Here the increase 
in employment does not come “through” a reduction 
in the rate of interest in Professor Pigou’s sense of “ together 
with”. But it still comes about through a reduction of 
the rate of interest in the normal sense. For “ independence 


os 


must mean that —.=o. The wage cut reduces 


or 


demand for cash to hold which lowers 7, which increases 


9 


of p 


es Aven 
the propensity to consume (since ap) which increases 
r 


Y indefinitely (the multiplier is infinite) until the increased 
demand for cash to hold for transaction purposes restores 
r to its original level where it is once more identical with p. 
Here the instrumental fall of the rate of interest with a 
decline in the demand for cash holdings is seen in its pure 
form—without any concomiiant fall in the rate of interest 
in the final equilibrium. 

Even more difficult is the last case where Professor Pigou 
says :—‘lf it [p] rose as real income increased, such a 
cut would lead in some conditions to an increase in employ- 
ment and the rate of interest; in other conditions to a 
decrease in both” (p. 138). This is not correct. A rising 


: a) C : P 
p (since oe oO) must mean ap <> certainly an assumption 
r 


strange enough to explain Professor Pigou’s lack of interest 
in it, but a closer examination of this case will help us to 
understand the more interesting ones where Professor 
Pigou’s conclusions are right, but again only by accident. 


: : } ; os 
If p is an increasing function of Y because ape and 


haa (so that a movement of Y and r in the same direction 


oY 

can offset each other’s effect on S, leaving it at Zero, p 
thus moving with r) then if a wage cut leads to any equilibrium 
it must be one both Y and + (and so also p) higher than 
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initially. There may indeed be another unstable position, 
with Y, r and p lower than initially, which satisfies all the 
equations considered by Professor Pigou, but there will 
be no tendency for a wage cut to lead to it. 

Whether or not there will be a tendency for a stable 
equilibrium to be reached (with higher Y, 7 and p), will 
depend upon M the supply and L the demand for money 
and on the relation of p to Y. M is an increasing function 
of r (by banking policy), and Z is an increasing function 
of Y and of w, the wage rate. For any given w, each value 
of Y will bring about a particular rate of interest, 7(Y), 
ar. dp 
or 2¥- 
ie., 1f 7 is more elastic than p with respect to Y, a wage 
cut (which diminishes 7( 7)) lowers r, diminishes the propensity 


such that 7 is an increasing function of Y. If 


: G) : : 
to save (since 577°) and increases Y. As Y increases, 
- 


r, which had been reduced below p, increases more rapidly 
than p and approaches it but remains below it so that S$ 
remains less than zero and Y keeps on increasing until 
r reaches p in the new equilibrium with Y,,7 and p all higher. 


If a< s, l.e., 1f r is Jess elastic than p with respect to 


Y, r and p would diverge more and more and more from 
each other as Y increased so that the tendency for Y to 
increase would be aggravated and the movement would 
continue indefinitely until a region where conditions were 
different was entered. There is-a point at which r=p, 
but it is at a lower level of 7, and there is no tendency for 
Y (and so 7 and p) to contract so as to reach this position 
even though it does fit Professor Pigou’s equations. 

This result is obtained if a p increasing with income is 
interpreted in conformity with the tacit suggestion that 
surrounds the concept of “rate of time preference” that 
2s o. If we reject this we get an interpretation of foe O 
that is much less strange than the assumption that people 
wish to save less when their income is greater. All we need 
assume is that the elasticity of demand for future income 
(or capital assets) in terms of present income is-less than 
unity and we get <0 which, with the normal on aud 


cr 
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‘ dp ; ; 
Se eo: A higher rate of interest now tends to 


diminish saving, but this can be offset by a higher income 
so that the same amount (zero in our case) may be saved 
if Y moves in the same direction as r. r and p will then 
move together. 

In this case we get opposite results. The only equilibrium 
to which a wage cut can lead is one with lower Y, r and 
Or dp 
= =a 
ere eT. 
r now increases the propensity to save and decreases Y. 
r is thus reduced still further, but less rapidly than p, 
remaining below it so that (voluntary) S remains greater 
than zero and Y keeps on diminishing until r reaches p 
in the new equilibrium with Y, 7 and p all lower. If > oa 
r and p would diverge more and more as Y fell, so that 
the tendency for Y to diminish would be aggravated. There 
is a position at which r=p, but it is at a higher level of 
Y and there is no tendency for Y (and so r and p) to increase 
so as to reach it. 

There is similarly an alternative possibility for the case 


p, and it is reached only if A wage cut which lowers 


where p is independent of Y. ee has to be equal to zero, 


but = may be less than zero. If this is the case a wage 
> 


cut will reduce r, increase the propensity to save, reduce 
Y and lower r further while p remains the same so that 
the divergence between 7 and p and the propensity to save 
increase still further, and there is no tendency towards the 
position, with greater 7”, where r=p in accordance with 
the equations. 

A form of argument like that here examined, which 
concentrates on the examination of final “ equilibrium ”’ 
positions and fails to observe whether the forces of pro- 
pensities indicated by the schedules or functions are such 
as would lead to the “ equilibrium ” or not, can legitimately 
be criticised as too much ex-post and insufficiently ex-ante. 
It is, however, probably better to say in plain English what 
is wrong with it. 
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The “ Rate of Sale” and the “ Velocity 
of Circulation of Goods” : A Comment 
By ArtrHur W. Marcetr 


To his article in Economica for February, 1939, entitled 
“The Equation of Exchange: A Suggestion,” Professor 
L. M. Fraser has been kind enough to append a courteous 
note in which he deals at some length with some earlier 
work of mine in a corner of the field of monetary theory 
that has been tilled by comparatively few workers of this 
generation. Limitations of space forbid my dealing with 
all the points that he raises in his note, to say nothing of 
dealing with all those which he raises in the body of his 
article. What follows deals only with a single point raised 
by Professor Fraser: namely, the relation between the 
concepts of a “‘ rate of sale” and of a “ velocity of circulation 
of goods ”’, respectively. 

It is gratifying to observe that Professor Fraser accepts 
as a methodological principle the contention that the essence 
of an “ analytical” approach to the problem of the “‘ demand 
for and value of money” is that it undertakes to break 
down broadly inclusive elements, such as the Fisherine 7, 
into components (such as the ‘‘ amount ”’ of the goods sold 
for money, on the one hand, and their “‘ rate of turnover ” 
on the other) which are subject to different controlling 
forces (p. 73 of his article). It was for this reason that I 
undertook to break down even my “ velocity of circulation 
of goods ”’, which covers a much narrower range of phenomena 
than Professor Fraser’s U, into two further components : 
namely, (1) the “number of middlemen’s sales’, and (2) 
what I called the “rate of sale.” According to Professor 
Fraser, on the other hand, the claim of the “‘ rate of sale ” 
to be “ an independent constituent of velocity of circulation 
seems’, upon closer examination, to “vanish”. I fear, 
however, that Professor Fraser’s conclusion is based upon 
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a failure to appreciate the nature of the phenomenon which 
my concept of a “rate of sale” is supposed to summarize. 

1. By “rate of sale”, Professor Fraser understands 
merely a component of the “ number of middlemen’s sales ” : 
for, according to his usage, the number of middlemen’s 
sales is obtained by taking what he calls the “ rate of sale ”’, 
or u, defined as “the rate at which . . . [goods] change 
hands per indefinitely small unit of time”, and multiplying 
it by t, defined as “ the number of such small units of time 
comprised in a finite period, say a year” (p. 76, note 5; 
cf. p. 69). I need not state in detail here my reasons for 
distrusting profoundly the use of the concept of “ infinitely 
small units of time” in problems such as those under dis- 
cussion. It is sufficient, for my present purpose, to call 
attention to the fact that what J have meant by the dis- 
tinction between the ‘‘ rate of sale”? and the “ number of 
middlemen’s sales” is not at all what Professor Fraser 
means by the distinction. My “rate of sale”? means to 
call attention to the phenomenon which is more often dis- 
cussed under the heading of variations in the size, relative 
to sales, of stocks of commodities held on hand by dealers— 
a phenomenon the importance of which will hardly be 
denied by anyone familiar with the role assigned to such 
variations in stocks in monetary theory (as in the type of 
analysis of which Mr. Hawtrey is the most notable pro- 
tagonist), or with the discussion, by business observers, of 
the role played by “inventories” in episodes such as the 
boom and collapse of 1936-1937 in the United States. The 
“number of middlemen’s sales”, on the other hand, has 
to do with what, in the second of my articles on ‘‘ The 
Definition of the Concept of a Velocity of Circulation of 
Goods ” (in Economica, August, 1933, p. 287), I referred to 
as “the degree of differentiation in the processes of pro- 
duction and marketing”. It is true that conditions can 
be imagined under which the two factors will vary in the 
same direction ; but it is equally true that there are neither 
a priori nor empirical reasons for assuming that they must 
do so (cf., in this connection, my article in the Quarterly 
Fournal of Economics for November, 1932, p. 33, note 9, 
and the references there given). So long as this is so, there 
is every reason for keeping analytically separate the two 
components of the concept of a “ velocity of circulation of 
goods ” thus indicated. | 
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2. It should be clear, from this reminder as to what J 
have meant by the concept of a “ rate of sale’, that I could 
not have assigned to it the meaning which Professor Fraser 
tentatively suggests: namely, “the number of sales untzl 
the good finally passes from the market”. ‘The very expres- 
sion ‘‘ the number of sales”? would suggest that Professor 
Fraser is still thinking of repeated sales of the same good— 
that is, the kind of phenomenon that I have included under 
the heading of the ‘‘ number of middlemen’s sales ”— 
whereas the very concept of a “ rate of sale”’, as I use the 
term, means that 1¢ cannot have a value greater than unity. 
For if a good, having been added to the category of ‘‘ goods 
intended for sale” during a given period, is sold within that 
period instead of making part of inventories carried over 
to the next “ period”, it will have a “rate of sale”, in 
my sense of the term, of 1, and of no more than 1. If, on 
the other hand, inventories are carried over to the next 
“period”, the “‘rate of sale’? may be anything ranging 
from just under 1 to zero. It is obvious, therefore, that a 
“rate of sale ’’, so conceived, has nothing to do with the 
repeated sales which are suggested by Professor Fraser’s 
tentative interpretation. 

3. In view of the fact that Professor Fraser’s difficulty 
seems to have arisen from a failure to use the term “rate 
of sale” in the sense in which I have used it, I am by no 
means certain as to the meaning to be attached to his state- 
ment that if, by “rate of sale’’, we mean the “ number of 
sales until the good finally passes from the market”, then 
“it has no necessary connection with velocity of circulation 
at all, since a change in it may be cancelled by a correspond- 
ing change in the length of time during which the good 
remains on the market”. If, however, by “ on the market ”’ 
Professor Fraser means “in inventories’, then his proposi- 
tion would provide a proof for the necessity of including 
the “ rate of sale”’ as a separate component of the “ velocity 
of circulation of goods”, rather than the opposite. For, 
as we have seen, the “ number of sales until the good finally 
passes from the market” is associated with the ‘‘ number 
of middlemen’s sales”, if it is associated with anything. 
A demonstration, therefore, that an effect upon T of a 
change in the “number of middlemen’s sales” may be 
covered by a “‘ cancelling ” change in the form of a change 
in the rate at which goods are passing into and out of stocks 
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on hand, means that we must be prepared to trace the 
effect of two factors affecting the ratio I have presented as 
defining the “‘ velocity of circulation of goods”, rather than 
one. I venture to suggest, therefore, that Professor Fraser 
has not demonstrated his proposition that, upon closer 
examination, the claim of the concept of a “rate of sale”, 
as I have used the term, “ to be an independent constituent 
of velocity of circulation seems to vanish”’. 

4. A final word may not be amiss, by way of clarifying 
the implications of Professor Fraser’s statement of my 
position as alleging that “the velocity of circulation of 
goods must be so defined as to include”? the two factors 
which I have distinguished as (1) the ‘“‘ number of middle- 
men’s sales ” and (2) the “ rate of sale’. A fairer statement 
of the considerations involved would seem to me to be 
represented by the following propositions : 

i. I have regarded the fact that my “ velocity of circula- 
tion of goods” is so defined as to reflect the influence of 
two factors rather than one as in a sense unfortunate (see, 
for example, Economica for August, 1932, pp. 288 ff.). It 
results, indeed, only from the fact that it is not practicable 
to obtain a measure of the “ number of middlemen’s sales ” 
by “‘ following goods in their course through the productive 
process’ and making a direct count of the “number of 
times goods pass from hand to hand ” (see my article in the 
Quarterly Fournal of Economics, November, 1932, p. 5). 
It is therefore necessary to approach the problem indirectly 
and it is because I was forced to recognise that the least 
complex measure obtained by such an approach reflected 
movements other than changes in the “‘ number of middle- 
men’s sales”, that I insisted that my proposed measure 
would be expected to reflect the influence of two major 
types of change, rather than one. 

ii. If, nevertheless, I have continued to defend my 
definition of the “‘ velocity of circulation of goods ”’ against 
alternative analytical devices intended to deal with the 
specific phenomena involved, I have had two reasons for 
doing so. The first of these reasons is the essentially negative 
one that these alternatives are themselves such as to register 
the effect of even more “ heterogeneous ” factors than my 
own concept (cf. my Theory of Prices, Volume One, pp. 
552 ff.). The second reason, however, is the positive one 


that it is possible to provide a check with respect to the 
F 
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relative influence, in my final measure, of (1) the “ number 
of middlemen’s sales”? and (2) the “rate of sale”, respec- 
tively, by direct evidence with respect to movements in 
the “rate of sale” itself, as provided by data recording 
the movements in the size, relative to sales, of “ stocks of 
goods intended for sale”—in other words, by data with 
respect to “inventories”! (see the Quarterly Fournal of 
Economics for November, 1932, p. 32). 

iii. As the result of recent discussion with some of my 
students and colleagues, I venture to suggest now a 
formalization of the last point, in particular, which should 
have the effect of removing what I myself have regarded 
as the most serious substantive shortcoming of my pro- 
posed measure.? The suggestion is simply this: 

Let us write v=m-r, in which v represents the “velocity 
of circulation of goods”, as I define the concept, m repre- 
sents the “ number of middlemen’s sales ”, and r represents 
the “rate of sale”, in my sense of the term. What this 
expression tells us, in the first instance, is that the measure 
for the ‘ velocity of circulation of goods” obtained by my 
formula will vary not only with changes in the ‘“‘ number 
of middlemen’s sales”? (m), but also with changes in what 
I have called the “rate of sale”. Our problem is to devise 
a method for eliminating the influence of 7 from our measure 
of v, and at the same time to provide, if possible, a direct 
measure for r. 


Let rae in which G represents the volume of “‘ goods 


intended for sale”, in the sense in which I have consistently 
used the term, and 1, represents the amount of these goods 


‘It should be pointed out that whether this “direct evidence” can be held to provide 
a measure of the “ rate of sale” will depend (1) upon how the “ rate of sale”’ is defined ; and 
(2) upon how the “ evidence” is used. The matter is of some importance, if we are to avoid 
misunderstanding as to the meaning of a given statistical figure presented as a measure of 
the “rate of sale”. If, for example, the “‘ rate of sale” is defined as the ratio of goods sold 
to the average stocks on band during the period taken for investigation, the “ rate of sale” 
may very well be greater than 1; whereas, according to my own definition of the “ rate of 
sale’’, it can never be greater than 1. It would be wise, therefore, in order to avoid con- 
fusion, to provide a different name for the “‘ rate of sale”” when the latter is defined as the 
ratio of goods sold to the average stocks on hand during the period—say, the “‘ rate of stock 
turnover ’’—and to represent it by a separate symbol: say, r’. On the objections to identify- 
ing r’, as so defined, with the “‘ velocity of circulation of goods” itself, see my article in the 
Quarterly Fournal of Economics, November, 1932, pp. 30 ff. 

* I should like to express my appreciation, in this connection, to Messrs. John K. Langum, 
Carl L. Nelson, Henry H. Villard and C. R. Youngdahl, all of the University of Minnesota, 
and all of whom proved helpful in one way or another. The final algebraic formulation owes 
much to Mr. Youngdahl, in particular. : 
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held as inventories at the end of the period taken for examina- 
tion. It is clear that this formula satisfies the criteria 
indicated above for the limits within which r may vary: 
it will vary from 1 (in the case in which all goods intended 
for sale are actually sold during the period) to zero (in the 
case in which none of the goods intended for sale are actually 
sold during the period). Having thus provided a separate 
measure for r, it is obvious that a measure for m is provided 
by the expression v=m-+r; so that we have thus obtained 
separate measures for each of the two elements which have 
been traditionally discussed under the heading of a “ velocity 
of circulation of goods ”’. 
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Note on Bank Window-Dressing 
By F. W. Patsy 


Ir is now more than eight years since the MacMillan Committee 
expressed the following opinion on the practice of bank “ window- 
dressing ”” :— 

“We are not aware that these practices serve any useful 
purpose. We think that they are not creditable to our banking 
system; and we recommend that they should be given up at 
once.” 

Despite this authoritative disapprobation, the practice has been 
continued by at least some of the banks on a scale which in total 
shows little absolute reduction, though perhaps some decline relatively 
to the size of the banks’ assets. 

Among the effects of the practice are not only a fictitious inflation 
of the published figures of the clearing banks’ average monthly cash 
reserves, but also a seasonal movement, the amplitude of which varies 
from year to year, and marked though varying differences between 
the monthly average figures and the figures for the ends of the half- 
years. It further induces a seasonal movement in discount rates of 
varying magnitude, and usually, but not always, very marked seasonal 
movements in the constituent items of the Treasury’s Floating Debt. 

Such fluctuating seasonal movements cannot be removed by any 
system of averaging. The task of separating seasonal from other 
influences may, however, be facilitated by an understanding of the 
causes of the seasonal movements and their fluctuations. It is hoped 
that the following note will contribute towards such an under- 
standing. 

The apparent expansion of the total of the banks’ average cash 
reserves, as shown in the clearing banks’ monthly statements, would 
not by itself cause any seasonal fluctuation in the figures; indeed, 
since the amount of this type of window-dressing usually seems to 
vary inversely with the size of the true cash reserves, it would tend 
to mask genuine fluctuations. The method by which this type of 
window-dressing is achieved is as follows :—Different banks make 
up their weekly balances, from which the monthly returns are averaged, 
on different days of the week. Each bank in turn calls from the 
market money which is in fact provided by the others, thus passing 
cash round from bank to bank in the manner of the Sicilian cities’ 
passing round their combined gold plate for the delectation of the 
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Athenian ambassadors. In the combined statements of the clearing 
banks, this fictitious inflation of cash reserves seems to vary between 
about {15mn, and {25mn. 

At the ends of the half-years, however, when the banks compile 
their full individual balance sheets, all returns have to be made for 
the same day. Unless special measures were taken, cash reserves 
would then show a sudden drop from the previous monthly averages. 
In fact, the banks wish to show higher cash reserves on these dates 
than normally, in order to strengthen their half-yearly balance sheets, 
and the half-yearly figures usually show a rise in cash of anything 
up to {35mn. above the average monthly levels. The total amounts 
of window-dressing therefore needed at the end of each half-year may be 
anything up to {50mn. or so. The half-yearly rise is usually sufficient 
to raise the average cash reserves of the months before and after 
the half-years to a level well above the averages for the other eight 
months. 

The traditional method of half-yearly “ window-dressing”’ is for the 
banks to call in part of their short loans from the market, thereby 
obliging the market to rediscount with the Bank of England. The 
Bank Return then shows increases in Discounts and Advances on 
the assets side and in Bankers’ Balances on the abilities side. In 
order to prevent their half-yearly balance sheets from showing an 
unduly low figure for Call Money, the banks during the preceding 
month appear to increase this item by abstaining from buying bills 
as freely as they normally would, and thus obliging the market to 
borrow more freely on short term. Thus the half-yearly returns 
usually show lower Discounts, slightly more Call Money, and sub- 
stantially more cash, than the monthly averages. 

During the period before 1921, when Treasury Bills could be 
purchased as desired for cash through the “ tap ”, and could therefore 
be bought to mature on almost any day desired, it was easy for the 
banks to arrange that a large volume of bills should fall due at the 
end of each half-year. By refraining from replacing these until 
the beginning of the following half-year, the banks could compel the 
Treasury to provide them with the required cash by borrowing it 
from the Bank of England on Ways and Means Advances. In effect, 
the banks could call from the Treasury instead of from the market. 

When, after 1921, the issuc of three (calendar) months bills to the 
public by tender gradually took the place of issues through the “ tap ”, 
it was found possible to adapt this technique to the new conditions. 
Since tenderers were entitled to specify the day in the week 
from which they wished their bills to run, it was usually possible 
to arrange that all the bills taken up by the market in the appropriate 
week were dated in the first half of the week, to mature 
just before the end of the half year, while in the last week of the 
half-year the bills would be dated and paid for in the second half 
of the week, after the end of the half-year. In this way, at the end 
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of each half-year the Treasury could be obliged to repay the maturing 
bills before the end of the half-year, and would receive cash for the 
new bills only after the end of the half-year. It would therefore be 
compelled to find the cash to fill the temporary gap, usually by borrow- 
ing it from the Bank on Ways and Means Advances, and so expanding 
the item “ Government Securities ” in the Bank return. This method 
was used from 1921 onwards to supplement borrowing from the 
Bank by the market, and in recent years has almost entirely replaced 
it whenever the end of the half-year falls on a suitable day. The 
occasions on which it is not practicable are when the last day of the 
half-year happens to fall on a Saturday or Sunday (or Monday at 
the December half-year, when it is not possible to date bills to mature 
on that day). When this occurs, it is impossible for bills to mature 
before the half-year and to be dated after the half-year in the same 
week. In this case the only way for the market to compel the Treasury 
to provide it with cash over the half-year would be for it to miss a 
week’s bills altogether. This it appears reluctant to do, and therefore, 
when the half-year falls at a week-end, it is compelled to have recourse 
to the Bank in the traditional way. The contrast between the two 
procedures is shown in the following recent examples ({ Mn.) :— 


1. Enp or Hatr-Year Fatits at WEEK-END 
Bank of England 


Ways and Means Banking Dept. 
Total Advances Discounts 
Treasury Govt. Bankers’ Govt. and 
1938 Bills Depts. Bank Deposits Securities Advances 
Dec. 21st 3... — — 98 72 15 
bs RiZ4th> 1a, 14,988 42 — — — — 
» 2th .. — — — 101 69 29 
bf SIRE ok Epc G86 46 5 — o a 
(Sat.) 
1939 
Jan. (4th. 4. a — 136 71 49 
i oft d<ad 908 41 I — — —_ 
2. Enp or Harr-Year Farts Durinc WEEK. 
1937 
Dec. 18th .. 939 42 ~ _ — =e 
deh ES ain, oP ee — — 98 96 7 
oy agth’ Ree. Oe2 41 — — — — 
dcmmtleteciie edt a pune mer F ere 9 
»  3ist 
Cth): « 5 890 39 56 — — — 
1938 
Jam Voéthse sth a — — 129 108 15 


jy) SRST Shy (O54 42 7 — _— tal 
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The fact that, in the above examples, the only available Bank 
of England figures are dated some days before and after the end of 
the year prevents them from reflecting the full effects of the window- 
dressing operations. When the last day of the half-year falls on a 
Wednesday, Government Securities and Bankers’ Deposits at the 
Bank of England both show increases approximately equal to the 
increase in Ways and Means Advances shown in the Floating Debt 
return of the same date. The exact extent of window-dressing by 
means of market borrowing from the Bank when the half-year 
coincides with a week-end can naturally never be precisely ascertained, 
but there is some reason to believe that the amount of window-dressing 
tends to be less than when the Treasury can be obliged to provide 
the cash. On June 3oth of both 1934 and 1935 (a Saturday and Sunday 
respectively) the year-end figures for the cash holdings of the nine 
clearing banks were actually appreciably below the averages for 
both June and July. The same tendency can be observed in December, 
though no actual fall below the monthly average is recorded in recent 
years :— 

CLEARING Banks 


(Nine banks to 1936. Eleven banks 1937 and 1938.) 


Excess or Deficit of Half-yearly cash reserves on averages for preceding 
and following months ({Mn.) :— 


UNE DECEMBER 
Day of Amount of Excess(+) Day of Amount of Excess (+) 
week of or Deficit (-) weer of or Deficit (-) 
30th 31st 
On average On average On average On average 
of Fune and of May and of Dec. and of Nov. and 
Fuly August January February 
1931 Tues. +16 +22 Thurs. +26 +35 
1932 Thurs. +10 +15 Sat. +13 +23 
1933 Friday + 4 +6 Sun. +9 +14 
1934 Sat. - 16 -19 Mon. + 1 +10 
1935 Sun. - 10 - 8 Tues. -+-20 +23 
1936 Tues. + 8 + 6 Thurs. +20 +28 
1937. Wed. +12 +17 Friday +13 +21 
1938 Thurs. 21 +30 Sat. + 9 +17 


The lower excess of half-yearly cash reserves over the averages 
of the months before and after at times when the market is obliged 
to borrow from the Bank seems to be partially attributable to the 
fact that the Bank is prepared to lend to the Treasury for shorter 
periods than it is prepared to lend to the market. Thus, at times 
when the market borrows, it takes longer for the abnormal Bankers’ 
Balances at the Bank to disappear, and the high cash reserves tend 
to be maintained longer into the following month, thus raising the 
average of that month and reducing the gap between the half-yearly 
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figure and the average of the two months. As, however, will be seen 
from the above table, the difference between week-end and mid-week 
half-years persists even when the half-yearly figures are compared 
with the averages for two months earlier and later. The reason for 
this difference is presumably connected with the fact that the cost 
to the market of borrowing from the Bank is considerably greater 
than the temporary loss of interest on Treasury bills. 

The reverse of the half-yearly Treasury bill movements is generally 
(though, in consequence of the vagaries of the calendar, not invariably) 
seen at the ends of the intermediate quarters. Since the new bills 
were taken up after the end of the half-year, they mature after the 
end of the quarter, usually in the second half of a week. In order 
to prepare for the next half-year, the new bills must be dated and 
paid for before the end of the quarter, in the first half of a week. 
Thus the market has to pay for the new bills before the old ones 
mature. 

The Treasury is therefore over-supplied with funds for a day or 
two, and the result is seen in a temporary rise in the amount of Treasury 
Bills outstanding and a corresponding fall in Ways and Means Advances 
from Departments, as the Treasury uses its surplus funds to repay 
the latter. When the end of the quarter happens to fall on a Wednes- 
day, the effects of the temporary receipt of these additional funds 
by the Departments can be traced in a sharp rise in Public Deposits 
at the Bank of England. Thus on March 31st, 1937, Public Deposits 
rose from {23 Mn. to {52 Mn., falling back on April 7th to {25 Mn., 
while Bankers’ Deposits fell from {82 Mn. on March 24th to {62 Mn. 
on the 3Ist, subsequently recovering to {95 Mn. on April 7th. As, 
however, the banks do not make up balance sheets at the ends of 
these quarters, they do not mind this temporary depletion of their 
reserves. When the half-yearly window-dressing is financed by 
market borrowing from the Bank, there is naturally no reaction at 
the end of the following quarter. 
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CORRECTION 


On page 369 of our August issue a printer’s note was inadvertently 
allowed to appear at the foot of the review of Mr. P. T. Ellsworth’s 
International Economics. 

The review in question was by Dr. F. C. Benham. 


Book Reviews 


Das Problem der sozialoekonomischen Synthese. By Jouan AxerMan. 
C. W. K. Gleerup, Lund. 1938. 329 pp. No price stated. 


It is always interesting to study those occasional reflections on 
the philosophical foundation of a science which productive research 
workers publish in the more contemplative moments of their work. 
Their efforts, of course, do not necessarily contribute to a positive 
solution of such problems, but even then their indirect value is usually 
great: at least they furnish the philosopher with a wealth of experi- 
mental material which demonstrates the innumerable pitfalls lying 
in the way of a real philosophic clarification. Akerman’s lectures on 
“Das Problem der sozialoekonomischen Synthese” seem to be 
largely of this type. They are intended to make the reader aware 
of the important questions as to how empirical observations can be 
connected with rational theory. It is indeed desirable for the inductive 
scientist to know about the epistemological background of what he 
is doing, and in applied Economics the guidance of some firm knowledge 
about the nature and applicability of ethical standards would seem 
to be indispensable. Akerman’s lectures put such questions before 
the reader, but they do so by issuing a challenge rather than by 
supplying a ready answer. 

Akerman’s outlook is largely determined by Max Weber and the 
philosophical current known as “ Wissenssoziologie”. It is true 
that Akerman hesitates somewhat to consider all economic theory 
as a rationalisation merely of ephemeral political situations and 
doctrines (p. 23), but he certainly has accepted the leading idea of 
establishing a close parallelism between the political and social develop- 
ment of society on the one hand and the development of the instruments 
of economic analysis on the other. Naturally the facts are not always 
amenable to such a treatment ; however, it is the method of “ ideal 
types ” that makes him see “ the great lines of connection” (p. 76). 

Here is the skeleton: Feudalism is followed by Mercantilism, 
which in turn is followed by Liberalism ; Liberalism suffers the same 
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fate of displacement from Planned Economy or Autarchism. Behind 
all this strange ebb and flow of the “last 1,000 years we can divine 
-a continuous cumulative tendency. Each system takes over the 
experiences of its predecessors and the real capital. It is a process 
of perfection in which each type has a greater scope to realise the 
intentions of its forerunners” (p. 75). This construction, I beg to 
point out with emphasis, is based neither on empirical knowledge 
nor on philosophy. It is true that from Aristotle onwards philosophy 
has been swamped periodically with mystical entelechias and their 
motions and strange confabulations on the dialectic adventures of 
the “ Weltgeist ”. To open up astrological aspects of history in the 
way, e.g., of O. Spengler seems to have exerted at all times a strange 
fascination on philosophically minded writers. But if any lesson 
can be learned from these experiments it is one of the utter impossibility 
and baselessness of such divination, a warning to keep apart knowledge 
and mythological dreams. Such speculations cannot be based on 
empirical history either. The headlines of chapters are a convenient 
device for the grouping of the historical narrative in well-balanced, 
digestible portions, but they certainly do not give us any inkling 
of necessary developments and their laws. 

Akerman, however, sets out to force the trends of the history of 
economic doctrines into this framework. Economics to him is nothing 
but a reflection of the opinions on world and life current at a time 
(p. 84). “That there was no economic theory in medieval days 
is only natural, because in a world in which economic variables were 
either not considered or were determined according to standards 
based on theological speculation, there was really no room for such 
analysis’ (p. 84). Also Mercantilism could hardly produce a total, 
scientific explanation of the economic system (p. 84). Classicism, 
Marxism and Autarchism (Liszt) originate from critical objections 
to the excesses of the dominant economic systems (p. 102). 

Equilibrium analysis and the Marginal Utility approach require 
more twisting. However, is not marginal utility analysis essentially 
“atomistic ”, and does it not represent, therefore, the essential feature 
of free competition? Is not, moreover, equilibrium analysis, the 
method of simultaneous interdependent equations closely linked 
with the liberal faith in the natural order? Such are, indeed, Akerman’s 
contentions. ‘“‘ The marginal utility doctrine was never more legitimate 
than at the time of its first occurrence, about 1870, when free competi- 
tion was realised to a degree which never occurred before and after ” 
(p. 33). And he does not hesitate to infer that equilibrium analysis 
is “‘a closed chapter” in the history of the social sciences which at 
best may still have some value in the didactic presentation of general 
interdependence of important factors, but which is definitely unsuited 
for further causal analysis (p. 33). , 

Here the distorting influence of Akerman’s and similar constructions 
can be seen at its worst. The great achievement of equilibrium 
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analysis, I submit, lies in the discovery that the economic process 
has to be conceived of as the result of forces, forces which Marginal 
Utility theory shows to be the relative strength of whatever motives 
the participants in exchange experience. The next step was the 
framing of suitable hypotheses about the way in which motivations 
are typically determined. Here the Gossen Laws served as a first 
approach. However, the quantities involved in acts of exchange 
were obviously only one among many other factors that influence 
the valuations of the individuals concerned. To get a more satisfactory 
explanation of reality the knowledge which the individuals possess 
of each other and of impending changes had to be taken into account. 
This gave rise—within the framework of utility analysis—to the 
exploration of anticipations. Now it is this body of mutual knowledge, 
and its transmission in a society, which makes the system in a specific 
way interdependent. Two courses were open for theoretical analysis : 
either one could conceive of interdependence to be mediated by 
knowledge in such a way that the economic process achieved compati- 
bility of the intentions of the individuals, not frustrating their anticipa- 
tions. In this case the system would show a tendency towards an 
equilibrium. Or one could conceive of this mediating knowledge 
to be “ imperfect ” and therefore giving rise to frictions and maladjust- 
ments as they are studied now in economic dynamics. But in either 
case the basic approach is the same: the problem is always the 
determination of the acting forces and their resultant. And. here 
we have, indeed, a rational invariant which will be applied in any 
sensible analysis of social processes at any time and place. 
Akerman, who wants to shed light on the connection between 
empirical observation and rational theory misses this crucial point 
entirely. He misses it because his ideal-typology makes him enlarge 
on merely accidental peculiarities of doctrines until they become 
very caricatures of what they originally meant. Marginal Utility 
analysis in some contributions may have appeared to be “ atomistic ”, 
but there is really no need for it to be so. And the method of simul- 
taneous equations is certainly neither limited to free competition, 
nor to static analysis, nor has it essentially anything to do with a 
pseudo-religious belief in the “invisible hand”. It was not an 
institutional bias that made economic theorists turn to questions 
of statics first, but simply the appalling difficulties presented by the 
construction of suitable models for the interdependence in any other 
system. 
The existence of rational invariants in the methods of economic 
analysis, however, has. not escaped Akerman’s attention altogether. 
“Why does one find for more than one century an uninterrupted 
continuity, or better, a stagnation in economics in regard to the 
psychological constitution of man? ”—he asks himself on p. 46. 
But instead of clearing up this enigma by an inquiry into the sources 
of knowledge he is misled by his historical mythology into an explanation 
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in which the origin of economics in theology and jurisprudence, the 
rationalisation of power-politics, and the principles of democracy 
play a prominent part (p. 46). The fruitful problem of separating 
what is of rational origin in our knowledge from its empirical and 
shifting contents is thus disfigured by him into a pseudo-problem 
of finding a synthesis between the different economic theses, or 
systems, as they emerged in the course of time from their respective 
institutional background. I regret that I cannot follow Akerman 
on these paths. 

It is my serious hope that no reader of these critical remarks will 
feel that they contain a disparagement of Akerman’s book. I feel 
that these lectures are in fact a most stirring document of a truly 
babel-like confusion that seems to have fallen upon many of the 
most thoughtful economists. It should give rise to serious thought 
that a prominent research worker should put on paper a proposition 
like this: ‘‘ One does not compare two explanations on the structure 
of matter, two symphonies, two philosophic systems, two dramas, 
according to the principle true or not true. The word ‘true’ has 
no standing any longer in economic dedugtions which intend to elicit 
novel and fruitful questions from reality”? (p. 114). May we hope 
that with the expression of such destructive relativism the climax 
has been reached of this philosophic disease that spread so rapidly 
during recent years? 

Harro BERNARDELLI. 


An American Experiment. By E. M. Hucu-Jonss and F. A. Rapice. 
Oxford University Press. 1936. vili+ 296 pp. 6s. 


This is an excellent description and a sound analysis of the New 
Deal as it appeared in the early days of the Roosevelt administration. 
It has permanent value as a guide through its maze of legislation, 
especially as it was written at a time when much that has gone since 
seemed permanent. The little book is certainly the best factual 
introduction to the U.S. as reshaped by Franklin Roosevelt. 

The authors have succeeded in impressing upon the reader the 
complexity and the multiplicity of the American political landscape, 
though they have approached it too much from a statistical angle. 
The reader, for example, scarcely realises the prevalence of a kind 
of semi-feudalism in a large part of the U.S.A., and de-feudalisation 
is perhaps the most interesting part of the New Deal. Nor does he 
learn enough about what might be called the American Spirit, which 
was at the bottom of a good many of the dodges of the New Deal. 
Its monetary and financial legislation did not owe much to the monetary 
theories of Warren or Keynes but a great deal to the deep-seated 
inflationist ‘““fiat money” sentiment of the West and part of the 
South. As Uncle Sam had given the land, which God, not Uncle Sam, 
had made, for next to nothing to the farmers, they cannot understand 
why they should pay interest to a bank for fnoney (greenbacks) which 


1939] BOOK REVIEWS 465 


Uncle Sam had manufactured. When the New Deal was started 
I described it as the application of the cocktail method to social 
legislation: it is a mixture of rather incongruous ingredients which, 
however, had a kick in it. This “kick” undoubtedly intoxicated 
a good many of the New Dealers and made them see epoch-making 
original discoveries when there was but reckless experimental 
opportunism. Unfortunately this very mixture of expedients and 
dodges makes it next to impossible to ascribe particular results to 
specific measures. But it may be said that the mere monetary dodges 
have not succeeded otherwise the “universal price policy” which 
they represented need not have been supplemented by a whole series 
of “sectional price policies”; these “ pluralistic” efforts would 
have been quite superfluous had the “ monistic” monetary cure 
been really effective. 

The authors rightly praise the stupendous administrative achieve- 
ment which made a gigantic new social machine function efficiently 
whilst it was in process of creation. In this respect the New Deal 
is the greatest triumph of the American genius. Notwithstanding 
a good deal of penetrating criticism, they are too lenient to the half- 
baked theories in which many leading Brain Trusters indulged. General 
Johnson’s The Blue Eagle from Egg to Earth or Raymond Moley’s book 
first published in articles in the Saturday Evening Post exhibit quite 
naively the isolationist economic obscurantism in which many self-pro- 
claimed founders of a “ new world order ” were steeped. Mr. Roosevelt 
as a professional politician had every right to be and to act as an oppor- 
tunist experimentalist. The Brain Trusters, who posed as profound 
social thinkers, had not. Though some of them did a great deal of 
honest hard work, others were merely smart and shallow boosters. 
They endeavoured to use the emergency for establishing a permanent 
new social order without having to run the gauntlet of constitutional 
amendments by which the rigid American constitution habitually 
blocks reform. Their judgment was at fault: during the grave days 
of emergency very far-reaching constitutional changes could have 
been carried. The President was persuaded to neglect this chance 
and to carry reform under the emergency clauses dealing 
with recovery which put almost dictatorial powers at his disposal. 
Naturally these powers were withdrawn when the crisis subsided 
and his enactments were submitted to the scrutiny of the Supreme 
Court whose members are in the habi: of interpreting legality in the 
light of quickly changing public opinion. In this way a good deal 
of the New Deal’s best work was scrapped or diluted and the most 
outspoken defender of “liberalism” was held up to the public as 
a Fascist dictator. This weird mixture of intellectual woolliness and 
wire-pulling smartness which is now quite openly exposed by some 
Brain Trusters (Moley), is very tenderly handled by the authors— 
though it furnished the main arguments of the defenders of a worn 
out order. M. J. Bonn, 
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The Economic Basis of Class Conflict and Other Essays. By PRoFESSOR 
Lionet Rossins. 1939. xiv + 277 pp. 6s. 


This collection of essays covers a wide range but Professor Robbins 
claims for them, at any rate for the main body of them combined 
under the title “Group versus Social Interest”, a certain unity. 
“The lett-motiv of the analysis,” he says, “is exposition of the way 
in which forms of organisation facilitating group exclusiveness may 
be the cause of social disharmony.” 

All the essays have a practical bearing. Professor Robbins uses 
his power of forcible and lucid exposition to make a case and to give 
guidance to the wider public outside the limited circle of economists. 

The title of the volume embodies that of the first essay. “‘ Class 
conflict ” is not dealt with elsewhere. Class conflict Professor Robbins 
traces to the divergence of interest of groups, and he argues that 
the divergence of interest of the employing and working classes which 
forms the basis of the class war of Marxian doctrine is not the most 
important. The Marxian case he regards as directed not merely 
against inequalities of opportunity but against the whole range of 
inequalities of income due to the existence of private property (p. 26). 

But is not the Marxian case essentially directed against private 
profit? It is the easy money and big fluctuating incomes derived 
from profit that are the principal source of the inequalities. To them 
is to be traced that low marginal utility of money which is characteristic 
of the classes formed from the profit makers and from the rentiers 
and well-to-do professional people attached to them. Professor 
Robbins hardly gives adequate consideration to the aspect of collectiv- 
ism as a proposal for suppressing private profit and severing the 
roots of these inequalities, though his general scepticism as to the 
effectiveness of a collectivist system would no doubt provide his 
answer. 

There follow essays on the economics of restrictionism and on the 
supposed “‘ inevitability ” of monopoly. Professor Robbins contends 
that there is no technical inevitability of monopoly, only a political 
urge towards it. “ The price of freedom is a vigilance which twentieth- 
century man, doped with over-much misery or enjoyment, has shown 
small disposition to afford, and which the intellectuals from whom 
he takes his lead have done little to evoke” (p. 79). But these 
“conspiracies against the public” would not be difficult to meet 
if the State did not support them and if intellectual leadership did 
its job. 

An essay on the economics of territorial sovereignty excludes 
considerations of power or security, and is confined to those of “ real 
income”. It leads up to the conclusion that the principal advantage 
to a country of extensive territorial possessions is that it secures the 
country against restrictive and discriminatory measures that might 
otherwise be taken against it if they were the possessions of another 
country. There is much force in this argument, but Professor Robbins 
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does not give adequate weight to the economic advantage of the 
sovereign power in granting concessions to profit-making enterprises, 
often including the power of exploiting extremely lucrative economic 
rent. 

An essay on the causes of increased protectionism shows how trade 
depression, with the accompanying need for credit contraction, has 
reinforced the tendency towards protection which inevitably exists 
in consequence of the active, self-interest of the group and the passive 
acquiescence of unorganised consumers. 

There follows a cogent and well-informed criticism of the planning 
of British agriculture and the marketing schemes in which it has 
been embodied. 

Finally the book ends with three essays on Government expenditure 
and economic activity. They are of a somewhat tentative character, 
and Professor Robbins declares in his preface that he is far from 
believing himself to have reached settled conclusions on the subject. 


R. G. Hawrtrey. 


An Economic Program for American Democracy. By Seven Harvarp 
anp Turts Economists (Richard V. Gilbert, George H. Hilde- 
brand, Jr., Arthur W. Stuart, Maxine Yaple Sweezy, Paul M. 
Sweezy, Lorie Tarshis and John D. Wilson). The Vanguard 
Press, New York. 1938. ix + 91 pp. $1.00. 


The essence of the programme contained in this stimulating and 
vigorously written pamphlet is unlimited public investment. ‘ The 
notion that public spending can safely be resorted to only as a temporary 
emergency device must be abandoned.” And if anyone should feel 
unduly concerned with the resulting rise in the public debt, he may 
read that “it is ridiculous to maintain that debt in general must 
be repaid”, while as to interest payments, “surely the wealthy 
section of the nation cannot legitimately object to bearing its fair 
share of the cost of such payments”. This may be well enough, 
though it makes somewhat ominous reading for those old-fashioned 
savers who know not Mr. Keynes. But even those who do know the 
General Theory (amongst others) may feel that such plausible and 
whole-hearted advocacy of public works ad inf. takes a little too much 
for granted. The doubts recently expressed by Mr. Kaldor, for 
instance, about the inherent instability of the economy in conditions 
of full employment, suggest a Certain caution; and the present 
programme of public works in this country is, of course, a concession 
to the necessities of international politics rather than to the doctrine 
of the multiplier. 

More serious perhaps is the failure of the authors to find sufficient 
space, in an economic programme for democracy, to devote to safe- 
guards for the democracy itself. What would a democracy be like 
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in which the mainspring of the economic system consisted of Govern- 
ment investment ? Under what conditions of work and wages would 
the mass of Government contracts be executed and who would decide 
these conditions? Experienced New Dealers sometimes show a 
reassuring awareness of the potential threats to democracy in a 
régime which was ostensibly set up to protect it. It is a little dis- 
appointing, therefore, to find that seven Harvard and Tufts economists 
in their panegyric on the past record and future potentialities of 
the New Deal do not face squarely the issue which the title of their 


book itself raises. 
A. S. J. Baster. 


Statistical Methods Applied to Economics and Business. By FREDERICK 
Cecit Mitts. London: Pitman. 1938. xvi+ 604 pp. I5s. 

Introduction to Economic Statistics. By Wittiam Leonarp Crum, 
Atson Currige Patron and ArtHur RoTHweELL TEBBUTT. 
London: McGraw-Hill. 1938. xi+ 423 pp. 24s. 

A First Course in Statistics: their Use and Interpretation in Education 
and Psychology. By E. F. Linpqutst. Boston, Mass.: Houghton 
Miffin. 1938. xi+ 226 pp. 8s. 6d. 

Study Manual for a First Course in Statistics. By E. F. Linpouist. 
Boston, Mass.: Houghton Mifflin. .1938. 120 pp. $s. 


All these text-books of statistical methods are by American authors. 
It follows that the illustrative examples which they contain are 
drawn from American sources, and the English student will need 
to supplement them by separate study of English published statistics. 

F. C. Mills’ Statistical Methods Applied to Economics and Business 
is an old friend of many English students of the subject and is now 
published in England. The English edition appears to have been 
printed from the original type and to be, except for the title page, 
identical with the American edition of 1924. It is an excellent text- 
book for those who are capable of following well-expressed but 
sustained arguments involving simple algebra and illustrated by 
numerical examples; the calculus is not mentioned. Correlation, 
including non-rectilinear, multiple and partial correlation, is treated 
in some detail. The mathematical bases of the methods are not 
given, but the careful reader will become aware of the principal 
dangers in their use by non-mathematicians. It must be added that 
this is a textbook of the less advanced statistical methods commonly 
used in economics and business and not of the details of their applica- 
tions in those fields. The reader will find, for example, little about 
Konjunktur and no more than a mention of management control 
through statistics. 

Introduction to Economic Statistics by Crum, Patton and Tebbutt 
is similarly a text-book of statistical methods commonly used by 


1 Cf. Annual Report of the U.S. Secretary of Agriculture, 1938, p. 25. 
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economists, and not a treatise on economic statistics. It is a complete 
revision of Crum and Patton’s Economic Statistics which was published 
in 1925. It contains what Mills’ book lacks—a discussion of the 
nature of simple statistical data, their compilation, tabulation and 
use. In other respects it covers much the same ground, but is less 
satisfactory than Mills’: less trouble has been taken to make the 
exposition clear and exhaustive and there is more dependence on 
algebra. In the treatment of time series, there is no mention of moving 
averages ; no method of measuring seasonal fluctuation is described 
except Persons’ link-relative method; and _ insufficient emphasis 
is laid on the dangers of correlating time-series. 

In A First Course in Statistics E. F. Lindquist attempts a new 
method of teaching statistics. His expressed aim is to stress as much 
as possible the uses and interpretation of statistics while eliminating 
as much as possible the mathematical theory of statistics,: the 
mechanics of computation, and the number of techniques considered. 
His treatment is based upon the Socratic method and “is designed 
particularly to develop in the student a critical attitude toward the 
use of statistical methods in education and psychology”. Actuallv 
the methods discussed go as far as correlation, and the exposition 
is well sprinkled with mathematical symbols and equations. It may 
be assumed that this book is an attempt to correct that blind faith 
in statistical hocus-pocus which is characteristic of some of the less 
scientifically-minded students of psychology and education; in 
other words, to show them the limitations of the formule which thev 
have learned to apply in a routine manner but have never understood. 
As such it is a useful text-book—for those students. The Study 
Manual, intended to supplement the text-book with practical exercises, 
consists of nearly 300 questions with spaces for the answers; but 
there is no key. 

FREDERICK Brown. 


Indian Currency Problems in the Last Decade (1926-1936). By J. C. 
Sinna. Madras Law Journal Press. 1938. vii + 166 pp. Price 
not stated. 


Mr. Sinha, after a short historical introduction, undertakes a careful 
analysis of “the problem of the rupee” between 1926 and 1936. 
His method is to describe the course of events and of Governmental 
policy, to assemble and analyse all the relevant statistical data, and 
then—in the light of this evidence—to submit to careful criticism both 
the policy pursued and the arguments advanced for and against 
that policy. His enquiry throws considerable new light on this highly 
controversial subject, as he casts his net wide, and is not content 
simply to re-examine data already discussed, often ad nauseam, by 
previous writers. This is particularly noticeable in his discussion 
of the much debated “one and sixpenny rupee”? problem. The 
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Hilton Young Commission, for instance, in maintaining that, in 
1926, adjustment to 1s. 6d. had been secured, contented itself with 
showing a high degree of correspondence between Indian and world 
prices in terms of gold. Mr. Sinha rightly argues that this is not 
enough, and adopts the further criteria: (4) whether or not gold 
movements were maintained on the same scale; and (6) whether 
or not there was parity (in the sense of a similar trend) between 
internal and external short-term interest rates during the period 
under review. His analysis leads to the conclusion that adjustment 
took place between April, 1926, and March, 1927, and was approxi- 
mately maintained between April, 1927, and March, 1929—after 
which signs of instability recurred. From this it can be concluded 
that, even if adjustment was obtained at the cost of deflation, the 
process did secure the desired result, and hence that by April, 1927, 
opposition to the Is. 6d. rupee on the score of “lack of adjustment ” 
was no longer justified. 

Mr. Sinha shows commendable independence of thought in his 
criticisms of the arguments advanced by both sides in this and other 
controversies. He concludes that, with regard to the Is. 6d. rupee, 
neither party proved its case, and in other connections, even when 
he agrees with the conclusions of one or other protagonist, he demon- 
strates the inadequacy of the supporting arguments. 

It is impossible, in a short review, to reproduce Mr. Sinha’s argu- 
ments, but his main conclusions may be shortly summarised as 
follows. (1) The chief defect of the recommendations of the Hilton 
Young Commission was not the choice of 1s. 6d. but the decision to 
stabilise at an inappropriate moment. (2) In 1931 the changed 
conditions had removed the valid objections of 1920 and 1926 to 
linking the rupee with sterling. Adherence to the gold standard was 
impracticable and a “ free currency” too dangerous. Linkage with 
sterling provided the advantage of “regulated inflation along with 
sterling”. (3) Linkage with sterling resulted in the export of gold 
from India, but this was beneficial because profitable. India’s gold 
export was thus “an effect of depression but a measure for trade 
revival”. Here, surely, he fails to make the most of his own argument. 
It might have been added that those who objected to the gold exports 
advocated a return to Is. 4d.—a measure which would in fact have 
added an extra stimulus to the export of gold. (4) India’s currency 
objective should be exchange stability. As a debtor India cannot 
afford to sacrifice external stability for the sake of “ internal stability ”, 
which in any case is difficult to interpret and might easily prove to 
be a will-o’-the-wisp. (5) The currency and financial policy pursued 
has tended to be not so much “interested ” or perverse as unduly 
cautious. “It should not be impossible,” he says, “ to provide 
more employment and additional purchasing power in the hands 
of consumers without unduly affecting the price level and the exchange 
rate.” It might have been added that a measure of depreciation 
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resulting from the adoption of a reflationary policy might not be 
open to the same objections as a decision to depreciate in order to 
inflate. 

In conclusion it may be said that it is refreshing to find a non- 
dogmatic writer on these highly controversial subjects. Mr. Sinha 
considers the indirect and long-run as well as the direct and short- 
run results of the policy pursued, and his analysis certainly helps to 
present the whole problem in its proper proportions. 

VERA ANSTEY. 


Personal Income Taxation. By Henry C. Simons. University of 
Chicago Press. 1938. xi + 238 pp. $2.00. 


Economics has to do with the demonstrability of reality: its 
abstractions relate to the concrete. Moral philosophy, on the other 
hand, is not a system of demonstration. Evaluating the ideals expressed 
in attitudes to life, its province is the human imagination, and can 
never pretend to be dealing with anything demonstrable as matter 
of fact. Consequently, the classification moral science, under which 
economics has always been subsumed, embodies something of a 
paradox. Its use is bound to raise questions as to the relation between 
the ideals of men and the matters of fact with which science claims 
to deal. Its use, so far as economics itself is conccrned, may, for 
example, induce the notion that there exists some discoverable 
connection between economic theory and economic policy which 
can be talked about in a perfectly logical and atemporal manner. 
These and similar confusions have waxed in recent years, and they 
have had their inevitable effect on methodology and critique. Questions 
such as that as to the sort of standard to which fundamental proposi- 
tions should be referred are controverted with renewed energy. There 
is doubt as to whether the formalities of theory merit the serious 
attention of those who seek the wisdom beyond the knowledge. 

The tendency of contemporary economic thought is to bring into 
the foreground two ideas, neither of them new. The one is that the 
boundary between political economy and economic theory is not 
sufficiently clearly defined; we seek anew the right relation between 
moral considerations and the analysis of physically real things. The 
other is the importance of having a clear sense of the fact that similar 
terms refer to different things and fulfil different functions according 
to whether they are used as aids to explanation or as expressive of 
the aims of public policy. 

Economists can say a very great deal that is instructive and useful 
on many of the financial problems, the tentative joint solution of 
which is fiscal policy. But most of their saying must be done in a 
cosmopolitan atmosphere; their diction appertains more to the 
vernacular than to the classic. If taxation is a method of redistributing 
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wealth, there is no discussion of policy which can attain to the same 
plane of abstraction as ordinary analysis. Each essay will result 
not in general but in particular conclusions. The question of the 
right use of terms is secondary and dependent. It is not so much 
a terminological dispute which disturbs our peace, but the difficulty 
of recognising one another’s purposes. If we are more careful now 
in defining our attitudes, the self-consciousness of the age has driven 
us to be more punctilious about attitudes than formerly. 

Professor Simons has responded to these influences, and his book, 
which “ combines strangely the characteristics of an academic treatise 
and a tract for the times ”, bears the marks of having been composed 
by the light of these ideas. Though it adds very little to the body 
of critical literature which has yet to be built round them in a fully 
convincing manner, it quickens a sense of their significance. If the 
conduct of a policy is to be criticised—a policy which can only be 
translated into action by making use of the language of common 
life—then criticism must be in terms of that life. But the success 
of a policy may depend too on the degree of precision it is possible 
to give to current notions. If we can add to that kind of knowledge 
which, as Emerson says, is good for this trip only, we may be wise 
in our generation without ever troubling to grope about for the real 
truth of the matter. This is the kind of approach with which Professor 
Simons is more nearly concerned. The choice of a basis of taxation 
is becoming an increasingly important question for modern fiscal policy. 
The prominence of the income tax as an instrument of general social 
policy, and the ever changing temper of social morals renders that 
question major and continuous. 

The author’s introductory essay is mainly occupied with the place 
of justice in taxation, both as a matter of doctrinal history and as 
one of personal preconception, and its relevance to the development 
of a general case for the extension of the direct personal tax based 
on income. A grasp of contemporary judgment on the subject of 
equality is a cornerstone which will bear all the weight of the argument. 
There is no need to question the validity of that judgment. Nor 
is there need to appeal to the sort of calculus bred of philosophic 
radicalism which has given us the various sacrifice theories. The 
theoretical possibilities of that calculus no longer excite us. Similarly, 
we do not need to deduce progression from any general form of utility 
function any more than we need to prove the case against inequality 
itself. If taxation always affects the distribution of income, the 
question as to what effects are desirable is not an economic problem. 
Nevertheless the task of weighing the desirable effects of a progressive 
tax on distribution against the corresponding undesirable effects 
on production, the latter being, as it were, costs of the former, evidently 
involves the reason of choice. The expansion of this theme, especially 
in connection with the effect of income tax on savings and investment, 
would have helped to correct the disproportion between the attention 
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given to productional and distributional considerations which, despite 
the author’s warning, one cannot but feel unbalances the book 
somewhat. 

The chosen definition of income sweeps widely : 

“The algebraic sum of the individual’s consumption and the 

change in the value of his property rights during a period.” 
To its development the remainder of the book is devoted. Within 
the limits imposed, and at the level he chooses to treat his themes, 
the author is competent and interesting. If we are more concerned 
with contours than the nature of the surface, if the interlocked problems 
of administration and equity are not disengaged as carefully as they 
might be, the implications of this definition, its relations to others 
and the objections which might be expected to occur to a keenly 
critical mind are all displayed and frankly scrutinised. Perhaps 
for readers of the tract the parts of the book concerned with Capital 
Gains and Undistributed Profits will be especially attractive, while 
for the readers of the treatise these same chapters will repay study ; 
they serve to combine many of the elements which go to the making 
of the whole theory of income taxation, and their significance transcends 
American conditions. Perhaps men fear the unknown in fiscal matters 
as much as in most other things, and Professor Simons’ conclusions 
and recommendations will no doubt gain some favour by reason of 
their conservative aspect and traditional non-revolutionary character. 
In this respect they have the advantage of the proposals of Professor 
Fisher, whose case for the exemption of savings from income taxation 
might have received more direct attention in this work. 

Finally, Professor Simons does not ignore the relation of fiscal 
reforms to the maintenance of political democracy and individual 
economic freedom, but his canvas is not large enough to admit of 
its adequate treatment. His personal sympathies cast a shadow here 
and there, however. One may agree with him when he says there 
is no issue as to the need for reduction of inequality in wealth and 
incomes. But one wonders whether we do need that. Does not the 
father of science give voice to our real desires when he bids us attend 
not to the equalisation of possessions but rather to the equalisation 


of wants ? 
A. L. GREEN. 


Capital Consumption and Adjustment. By Sotomon Fasricant. 
New York. National Bureau of Economic Research. Macmillan & 
Co. xx + 271 pp. I2s. . 

This volume forms part of the series of studies of capital formation 
and national income carried out under the auspices of the National 
Bureau. Dr. Kuznets’ figures of net capital formation published in 
the. volume on National Income and Capital Formation were derived 
partly from the statistics of capital consumption presented in the 
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volume under review. Mr. Fabricant’s work is an attempt to measure 
the amount of gross national product required to maintain capital 
intact. The estimates are, however, limited to “ tangible goods ” 
coming within the classification “ fixed capital” over the period 
I9IQ to 1935. 

The main source, though many others are also used, consists of the 
annual Statistics of Income prepared by the Bureau of Inland Revenue. 
These figures are very much more detailed than the corresponding 
ones in this country. The Commissioners of Inland Revenue for 
Great Britain publish, each year, the total of repairs to land and houses 
—the statutory reliefs presumably—and the total of wear and tear 
allowed against plant and machinery. In this country the method of 
calculation and the rates of wear and tear allowed for income tax are, 
for all practical purposes, standardised and quite independent of the 
amounts charged in the accounts. In America, however, tax regula- 
tions do not lay down any one basis of calculation and “ any reasonably 
consistent plan” is accepted. In interpreting the Inland Revenue 
figures the author was fortunate in being able to refer to information 
collected by the Securities and Exchange Commission. This informa- 
tion suggests that the straight line method of calculating depreciation 
is more widely used than any other, which may help to explain the 
stability disclosed by the depreciation figures set out by Mr. Fabricant. 
Information from the same source suggests that the majority of 
companies included in their accounts the same amount of depreciation 
as was allowed for tax purposes and that the exceptions to some extent 
balance one another. However, it does not necessarily follow from this 
identity that the depreciation figures are a significant measure of capital 
depletion. _The use of accounting data, particularly when modified 
for income tax purposes, requires great caution and is beset with 

considerable difficulties, particularly when there is a change in law or 
practice. The author, however, recognises these limitations and is 
at some pains to emphasise them. He might nevertheless have 
examined in greater detail the effects of aggregating admittedly 
arbitrary accounting figures. Do they become more or less significant 
when added together ? 

In the discussion of concepts with which the volume commences, 
a distinction is drawn between capital consumption, defined as “ the 
current value of durable goods used up in production” and capital 
adjustments arising in other ways including the revaluations of 
existing durable goods. ‘“‘ Normal obsolescence ” is treated as capital 
consumption. The objective underlying this distinction is the segrega- 
tion of “ that part of capital change which may reasonably be charged 
against current income’’, thus excluding changes which, it is alleged, 
would “distort the measure of current income”. Mr. Fabricant, 
while aware that all economists would not agree with the notion of 
income implicit in this view, believes that the majority would support 
it. It is, however, unnecessary to question here Mr. Fabricant’s point 
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of view, since the analysis of capital formation and of the forces result- 
ing in income is likely to be valuable and the critic can add together 
items which he thinks ought not to be separated. 

Having stated his concepts, the author examines the ways in which 
capital consumption is measured in practice, including depreciation 
and depletion charges, provisions for accidental loss and maintenance 
and repairs. The study covers not only industrial capital, but also 
agricultural, Governmental and consumers’ capital, though in the case 
of the last three the available sources permit only a very incomplete 
picture. So far as industrial capital is concerned the author grosses 
up the information available for corporations to cover unincorporated 
enterprise on the basis of comparative value of product. One very 
important form of consumer capital has been excluded—namely, 
household furniture—apparently because there are no satisfactory 
sources. Something might, however, have been done with insured 
values if these are obtainable from insurance companies. 

Perhaps the most interesting part of the study is the attempt to 
modify the existing data in order to bring them into line with the 
definitions adopted by the author. One of the most important of the 
adjustments is the attempt to turn the depreciation figures into 
“current values” for which purpose the author has to make some 
rather heroic assumptions. The adjustments are necessary because, 
in the main, depreciation charges consist of writing off original cost, 
though there are many complications. It follows that the values 
underlying the depreciation charges are not values of the current 
year. When these adjustments are made there is a considerable change 
in the shape of the curves. 

In criticism, it should be pointed out that one or two of the assump- 
tions appear to be lightly made, though this may be due merely to the 
absence of explanation. For example, when discussing the base 
used in calculating depreciation charges the author assumes that 
“ book-value ” means “ cost ’’, for which there seems to be insufficient 
evidence. Another criticism is that the author does not adequately 
summarise and shew the significance of the conclusions which can be 
drawn from his study. This is a pity since all sorts of interesting 
results are to be found in the book which will certainly repay study 
even if only to emphasise the lack of comparable sources in this country. 


Ronaztp S. Epwarps. 


The Indian Monetary Policy. By B. P. Aparxar. Allahabad: 
Kitabistan. 1939. xili +112 pp. 2s. 6d. 

The armoury of argument for lowering the rupee ratio has in recent 
years been reinforced by new weapons drawn from world experience. 
Devaluation has evolved from a shady expedient into a respectable 
and even virtuous policy. Professor Adarkar believes that what 
is sauce for the sterling goose should also be sauce for the rupee 
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gander; and in this trenchant polemic he states his case with all 
modern improvements. 

To the maintenance of too high an exchange value for the rupee 
is attributed the decline of prosperity in India since 1923, the loss 
of gold and sterling assets, and the budgetary difficulties of the 
provinces. For these problems the remedy recommended is accordingly 
either devaluation or “ de-linking” of the rupee, 1e., allowing it 
to find its own level in relation to sterling. 

Whether the latter course is altogether justifiable is somewhat 
questionable. In his anxiety to escape from the trammels of out- 
worn orthodoxy Professor Adarkar plumps for free currencies with 
perhaps too undiscriminating an enthusiasm. Moreover, anxiety 
to make a case for a lowered ratio tempts him to over-statement, 
as when he claims that exports will both rise in price to the Indian 
seller (p. 89) and increase in volume by becoming cheaper to the 
foreign buyer (p. 94). In point of fact the experience of other primary- 
producing countries raises the question whether either result can 
be greatly relied upon. But in any case it is clear that the two cannot 
both occur to the degree which devaluation would theoretically make 
possible. 

Nevertheless there is sufficient similarity between the position 
of India and, say, Australia to justify serious consideration of Professor 
Adarkar’s arguments. It is unfortunate that the Government 
communiqué quoted by him on pp. 100-102 suggests that, whether 
such consideration has been given or not, it is not thought necessary 
to provide any adequate argument in reply. 


J. K. Horsertexp. 


La Théorie Quantitative de la Monnate. By Paut Lampert. Paris: 
Librairie du Recueil Sirey. 1938. 271 pp. 

The unquiet ghost of the Quantity Theory of Money, though largely 
vanished to-day from monetary literature, continues to haunt that 
of France. Dr. Lambert here makes an attempt—claimed by himself 
to be the first comprehensive one and certainly very up-to-date— 
to rationalise the phenomenon and give it final rest. 

His method is that of logical dissection. A historical introduction, 
tracing the development of the theory from Copernicus to J. S. Mill, 
prefaces a more intensive examination of the work of Fisher, Keynes, 
Hawtrey and Cassel, and leads to the conclusion that it is impossible 
to formulate any single “Quantity Theory” which is compatible 
with all these different views, or which yields any positive guidance. 
Four “quantitative principles” are therefore substituted, under- 
lying all the types of theory: viz., (1) the equation of exchange, 
including the cash-balance formulation ; (2) the law of proportionality 
(between money and prices); (3) the passivity of the general level 
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of prices; (4) the “ quantitative notion”, viz., that MV exerts an 
important, but not exclusive, action on prices. 

The greater part of the book is devoted to marshalling against 
these principles the familiar arguments from theory and experience 
and, having eliminated the first three, Dr. Lambert arrives at a 
reinforced version of the fourth, viz.: that M and V must be reckoned 
amongst the more important influences on the price-level. Since 
this conclusion will be more generally accepted to-day than the 
argument perhaps implies, the most useful feature of the book is its 
clarification of the minutiz of past controversies. Here the analysis 
is both systematic and thorough. 

Unfortunately, in applying his deductions to his psychical research, 
the author handicaps himself seriously by denying that supply and 
demand can explain the value of money. His attempt to lay the 
ghost is therefore reduced, in effect, to showing that one need not 
look at it. So persistent a spectre needs a more scientific exorcism, 
and this is surely now available in the work of Professor Hicks. 
Had Dr. Lambert been familiar with 4 Suggestion for Simplifying 
the Theory of Money he would have found there the incantation which 
he sought. 

J. K. Horserrexp. 


Silver Money. By Dickson H. Leavens. Bloomington, Indiana : 
Principia Press, Inc. 1939. xix+439 pp. $4.00. 

This monograph, No. 4 of those issued by the Cowles Commission 
for Research in Economics, is a valuable and compendious account 
of the vicissitudes of silver during the past 150 years. Mr. Leavens 
has lived long in China and knows his subject thoroughly ; he has 
a dexterous pen and the numerous tables and charts are models of 
clarity. His book should become, and probably long remain, a standard 
work of reference on the subject. 

The early chapters discuss the progress of bimetallism in Europe 
and the United States and include a lucid account of the various 
International Conferences during the last quarter of the nineteenth 
century. Thereafter attention is naturally concentrated chiefly 
on the United States, China and India. The complicated monetary 
problems and policies of each area are fully explained and the position 
of silver in regard to each is discussed in detail. Especial attention 
is given to elucidating the repercussions of the war-time rise in the 
price of silver and of its subsequent collapse. Later chapters describe 
the effects of the Pittman Act and of the U.S. Silver Purchase. Act 
of 1934, down to the spring of 1939. 

Mr. Leavens evidently considers that the silver producers whose 
insistence procured these measures have thereby overreached them- 
selves. He believes that the high price of silver has permanently 
destroyed the demand for it for monetary purposes, and points out 
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that it must also prevent any extensive industrial use for the metal. 
But his presentation of his case is admirably balanced and good- 
humoured, and the reader is left to form his own conclusions from 
the data and documentation submitted. 

The main text is followed by a series of 16 appendices. Some of 
these elaborate the statistics and include useful tables showing, for 
example, the distribution of the world’s gold and silver in 1933, and 
the pre-war and post-war coinage ratios and bullion parities of the 
silver coins of all important countries. The last ten appendices 
reproduce the text of significant documents on the silver question, 
such as the Thomas Amendment to the A.A.A., the London Silver 
Agreement of July, 1933, and various Messages and Proclamations 
by President Roosevelt. Finally there is a Selected Bibliography 
running to 25 large pages, and two indexes. 

“All those interested in monetary questions will welcome this admirable 
résumé of one of the major practical controversies of our civilised 
life. . 

J. K. HorserFtetp. 


Tanker Freight Rates and Tankship Building : An Analysis of Cyclical 
Fluctuations. By Dr. T. Koopmans. Netherlands Economic 
Institute. No. 27. De Erven F. Bohn, N.U., Haarlem. P. S. 
King & Son, Ltd., London. 1939. xii + 222 pp. FI. 2. 


The purpose of Dr. Koopmans’ book is to analyse the forces governing 
freight rates in the market for tankers. He begins by describing the 
market. _The demand comes principally from oil companies, both 
large and small, though the large companies cover a good deal of 
their requirements, but not all, in their own ships. On the supply 
side, roughly 40 per cent. of the tonnage of tankers of over 4,000 
tons is owned by shipowners not engaged in the production or sale 
of oil, the remainder being in the hands of oil companies and govern- 
ments. The author believes that (at least until the formation of 
the Pool in 1934) the market has been highly competitive, and therefore 
proceeds on the basis of the usual supply and demand analysis employed 
in dealing with perfect markets. 

His method is to discover from available statistics the elasticities 
of demand and supply. General considerations, backed by correlating 
freight rates with other relevant statistics, lead to the conclusion 
that the short run elasticity of demand is extremely low, at most 0.3. 
The supply curve we should expect to be highly elastic at a rate of 
freight corresponding more or less to prime costs, and highly inelastic 
in its upper ranges, since the supply of tonnage at any moment is 
limited. This is confirmed by analysis of the statistics. What the 
author does in brief, after a series of ingenious calculations, is to 
draw a scatter diagram relating not the supply of tonnage but the 
extent to which existing capacity (measured as the number of ton-miles 
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that existing ships could do in a given period) is utilised, to an index 
showing the percentage which the average rate of freight in that 
period bears to prime costs in the same period. In this way most 
of the forces tending to shift the supply curve—expansion of the 
fleet, changes in costs, etc.—are eliminated, and it becomes possible 
to draw a fairly continuous curve. The figures used are for 1922-1930, 
and give the elasticity of supply in the upper part of the curve as 
about 0.15. Comparison of monthly statistics of Norwegian tankers 
laid up in the years 1931-36 with freight rates in those depressed 
years confirms the view that in its lower half the curve is almost 
infinitely elastic. It is to the peculiar shape of the supply curve 
and the low elasticity of demand that the violent fluctuations in | 
rates are due. 

In the long run the expansion of the tanker fleet has to be taken 
into account. Statistics of freight rates and new tankers delivered 
over a period show that the peaks in the latter follow just about 
one year after the peaks in the former. This leads Dr. Koopmans 
to associate himself with Tinbergen’s earlier work on Dutch shipping 
in the argument that there is a regular shipping cycle, due to the 
lag of one year between the ordering and delivery of new tankers. 

If for any reason demand exceeds supply, rates shoot up to very 
high levels ; shipowners then order new ships extensively, and these, 
when delivered a year later, depress rates to a very low level; rates 
remain low until the growth of demand and the toll of the sea and 
old age cause demand once more to exceed supply; freights rise 
to a high level, and the cycle begins all over again. It is just as likely 
as not that shipowners overbuild when freights are high, thus producing 
a cycle of this type—but this sort of conclusion cannot, of course, 
be definitely deduced from statistics. 

Finally the author examines the effects of the International Tanker 
Pool. This is a scheme under which shipowners pay a levy for each 
ton of shipping employed, and receive from the Pool a subsidy for 
each ton laid up. Theoretically the effect of this should be to raise 
the minimum freight which shipowners will accept by a sum equal 
to the amount of the levy if the ship is employed plus the amount 
of the subsidy if it is laid up. But the statistics show that the minimum 
freight has risen by less than this amount; apparently shipowners 
prefer to employ their ships so long as prime costs and the levy are 
covered, rather than keep them idle to earn the subsidy. 

The other effect of the Pool has been, by raising average earnings 
in the tanker trade, to increase shipbuilding, so that the curve of 
ships delivered no longer lags a year behind the curve of freights. 
This increase in capacity has worried the committee responsible for 
working the scheme, as it worries all who seek to raise prices without 
restricting output, but doubtless the outbreak of war will for a while 


postpone their troubles. 
W. Artuur Lewis, 
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Report of the Committee on Prices in the Bituminous Coal Industry. 
National Bureau of Economic Research. 1938. 144 pp. $1:25. 


This is a somewhat unusual book. It consists of the report of a 
Committee on Prices in the Bituminous Coal Industry, for an 
organisation whose object is to encourage research into costs and 
prices and on which Universities, government departments and pro- 
fessional bodies are represented. The aim of this report is to set 
out the economic problems of the industry and questions on which 
research is needed. It also indicates the available data. 

The first part of the report contains an interesting account of the 
main features of the industry. Some of the arguments used, how- 
ever, are not very convincing. It is suggested, for example, that 
the existence of fixed charges lowers prices because they have to 
be met whether production goes on or not. At the same time it is 
argued that if bankruptcy supervenes and these fixed charges are 
reduced, this will lower prices still more since it results in a fall in 
costs! In the second part of the book will be found suggested pieces 
of research with an account of the data which seems available for 
use. The projects which are outlined are of extreme interest and it 
is much to be hoped that at least some of them will be carried out. 
The Committee are to be congratulated on their report. 


R. H. Coase. 


Monopoly and Competition in the Enghsh Coal Trade 1550-1850. 
By Pau M. Sweezy. Harvard Economics Studies 63. Harvard 
University Press. Oxford University Press. 1938. x + 186 pp. 
$2.50. 10s. 6d. 


This book is in the main an account of the parts played by the 
Company of Hostmen and later by the Vend in regulating the English 
coal trade. Mr. Sweezy commences his tale in the late sixteenth 
century and ends with the collapse of the Vend in the 1840’s following 
the opening up of new coalfields by the railways. He has therefore 
nothing to say of the period in which the coal industry was primarily 
competitive and concerns himself with the period in which mono- 
polistic forces predominated. 


Mr. Sweezy informs us in his Preface that he owes his interest in 
problems of economic development to a study of Marx. Marx, how- 
ever, does not again appear until the concluding section is reached. 
There he is quoted as saying that “large capitals beat the smaller ” 
since the cheapness of commodities depends on the scale of pro- 
duction. It is, of course, true that Marx’s statements require 
interpretation, but it does not seem a very illuminating remark to 
apply to the British coal industry. Mr. Sweezy himself says that 
“It had often been predicted that a prolonged open trade would 
result in the complete extinction of the small and inferior collieries 
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with a consequent monopolization of the market by a few large 
producers of best coal. It was pointed out as early as 1846... 
that there was no justification for this argument, either in theory 
or in experience. It assumed a non-existent correlation between 
size of colliery and cost of production; .. .” He goes on to quote 
another writer who in 1848 said, “‘ As to the crotchet ‘ that the great 
collieries will drive the small collieries out of the market ’, experience 
shows that the impression has no foundation.”’ To justify a similar 
attitude to-day, one has only to refer to the works of Professor Dron. 

There is much of great interest in Mr. Sweezy’s book ; the theoretical 
sections, however, I found very disappointing. His theoretical model 
to explain the breakdown of the Vend is too simple to be satisfying ; 
his remarks on industrial combination are not likely to enlighten 
anyone who is acquainted with Professor Macgregor’s work on the 
subject. Throughout, Mr. Sweezy’s theoretical sections seem to be 
only loosely connected with his factual material and in his concluding 
section he finally manages to sever the link completely. He con- 
cludes: ‘‘A new world war, which it is difficult to imagine the 
capitalist system will survive, is the only conclusion to which one 
can logically look forward.” It is a magnificent tour de force to prove 
the inevitability of a world war by a study of the early history of 
the English coal trade. In the face of such boldness, one is almost 
ashamed to be unconvinced. 


R. H. Coase. 


[NOVEMBER 


Books Received 


Asuton, T. S.: An Eighteenth-Century Industrialist, Peter Stubbs, of Warrington 
1756-1806. Manchester University Press. 1939. x, 156 pp. 8s. 6d. 

Bincnam, A. F.: Man’s Estate, Adventures in Economic Discovery. George 
Allen & Unwin, Ltd. 1939. 480 pp. 12s. 6d. 

Brack, D.: The Incidence of Income Taxes. Macmillan & Co., Ltd. 1939. 
xxi, 316 pp. I2s. 6d. 

Bouvier-Ayam, M.: Frédéric List. Librairie du Recueil Sirey, Paris. 1939. 
xvi, 355 pp. 

Cartson, S.: 4 Study of the Pure Theory of Production. Stockholm. P. S. 
King & Son, Ltd. 1939. 128 pp. 

CatTHEeRwoop, B. F.: Basic Theories of Distribution. P.S. King & Son, Ltd. 
1939. ix, 259 pp. 12s. 

Cowes Commission FoR REsEARCH IN Economics: Report of Fifth Annual 
Research Conference on Economics and Statistics held at Colorado Springs. 
Fuly 3 to 28, 1939. The University of Chicago. 1939. 93 pp. 

Cripps, Sir S.: Democracy Up-to-Date. George Allen & Unwin, Ltd. 1939. 
108 pp. 2s. 

Croxton, F. E., and Cowpen, D. J.: Applied General Statistics. Prentice- 
Hall, Inc., New York. 1939. xviii, 944, xiill pp. $4.00. 

Day, J. P.: World Economic History. Macmillan & Co., Ltd. 1939. xi, 
161 pp. 3s. 6d. 

Dearte, N. B.: Economics. Longmans, Green & Co. 1939. x, 522 pp. 
7s. 6d. 

Franck, L. R.: Les Etapes de L’Economtie Fasciste Italienne. La Librairie 
Sociale et Economique. 1939. 281 pp. Fr. 30. 

Gancuul, B.: Whither Rupee? S,. Chand & Co., Delhi. 1939. vii, 165 pp. 
Reng. 

Gannett, F. E., and CarHerwoop, B. F. (Ed.): Industrial and Labour 
Relations in Great Britain. P. S. King & Son, Ltd. 1939. x, 364 pp. 
12s. 6d. 

Germansky, R.: Individuum und Gemeinschaft. Buchhandlung Ludwig 
Mayer, Jerusalem. 1939. 40 pp. 

Gitpert (J. C.): A History of Investment Trusts in Dundee 1873-1938. 
P. S. King & Son, Ltd. 1939. 144 pp. 6s. 

GretHer, E. T.: Price Control Under Fair Trade Legislation. Oxford 
University Press. 1939. x, 517 pp. $5.00. 

Harry, C. C.: Light Out of Darkness. Rich & Cowan, Ltd. 1939. xviii, 
238 pp. 8s. 6d. 


482 


1939] BOOKS RECEIVED 483 


Hayek, F’. A. v.: Profits, Interest and Investment, George Routledge & Sons, 
Ltd. 1939. viii, 266 pp. 6s. 

Hempet, E. H.: Industrial Political Economy, The Fundamentals. Sir Isaac 
Pitman & Sons, Ltd. 1939. xi, 454 pp. 12s. 6d. 

— M.: Pre-Fascist Italy. George Allen & Unwin, Ltd. 1939. 400 pp. 
16s. 

Hope-Jones, A.: Income Tax in the Napoleonic Wars. Cambridge University 
Press. 1939. x, 145 pp. 7s. 6d. 

Hugur, M. A.: The Man Behind the Plough. The Book Company, Ltd., 
Calcutta. 1939. Rs. 5. 

InTERNATIONAL Lazour OrFice: International Survey of Legal Decisions 
on Labour Law, 1937-38. li, 296 pp. 

Jennincs, W. I.: Parliament. Cambridge University Press. 1939. xiii, 
548 pp. 258. 

KoruatKar and Kocexar: An Introduction to Economics. Dastane Brothers’ 
Home Service, Poona. 1939. iv, 189 pp. Rs. 1/12. 

LamBert, P.: La Théorie Quantitative de la Monnaie. Librarie du Recueil 
Sirey, Paris. 1938.- 270 pp. 

Leacue or Nations: World Economic Survey. 8th Year, 1938-39. George 
Allen & Unwin. 1939. 247 pp. 6s. 

LinpauL, E.: Money and Capital. Library of Economics, Section II. George 
Allen & Unwin, Ltd. 1939. 391 pp. Ios. 6d. 

Lowe Cuuan-Hua: Fapan’s Economic Offensive in China. 1939. 179 pp. 
7s. 6d. 

Lunavu, H.: Illusions et Réalités dans la Politique Internationale de Patx, 
E. de Boccard, Paris. 1939. 177 pp. 

Macuray, R.: The Eastern Question Revived. George Allen & Unwin, Ltd. 
1959- 39 pp- Is. 

Mannuemm, H.: The Dilemma of Penal Reform. George Allen & Unwin, 
Ltd. 1939. 238 pp. 7s. 6d. 

Minotetti, B.: J Porti Franchi. Giulio Einaudi, Turin. 1939. 199 pp. 

Reppaway, W. B.: Zhe Economics of a Declining Population. George 
Allen & Unwin, Ltd. 1939. 270 pp. 8s. 6d. 

Relatorio do Banco do Brasil. Rodrigue & Cia, Rio de Janeiro. 1939. 

Ricuarps, A. I.: Land, Labour and Diet in Northern Rhodesia. International 
Institute of African Languages and Culture. Oxford University Press. 
1939. xiv, 415 pp. 30s. 

Rizcer, V.: Das landwirtschaftliche Genossenschaftswesen in den kroatischen 
Landern. Verlag Rudolph Pfau, Berlin. 1939. 116 pp. 

Rivxa. H.: Munich: Before and After. Victor Gollancz, Ltd. 1939. 
523. PP», 155: i 

Rosinson, H. W.: The Economics of Buildings. P. S. King & Son, Ltd. 
1939. xii, 162 pp. Ios. 6d. 

Rosen, J.: Das Existenzminimum in Deutschland. Verlag Oprecht, Zurich. 


E939~. FO. Pp: 


484 ECONOMICA _ [NOVEMBER 


Sastry, K. R. R.: Indian States and Responsible Government, Allahabad 
Law Journal Press, Allahabad. 1939. 142 pp. Rs.5. 7s. 6d. 

SAUNDERS, S. A.: Studies in the Economy of the Maritime Provinces. Mac- 

_ millan & Co., Ltd, 1939... xii, 266 pp. 8s. 6d. 

TinpercEn, J.: Business Cycles in the United States of America, 1919-1932. 
League of Nations, Economic Intelligence Service, Geneva. 1939. 
244 pp. 58. $1.25. : 

Topp, J. A.: The Mechanism of Exchange. Oxford University Press. 1939. 
ix, 276 pp. 7s. 6d. 

VesBLEN, T.: Imperial Germany and the Industrial Revolution. Martin 
Secker & Warburg, Ltd. 1939. xxi, 343 pp. 12s. 6d. 

Wancren Yu: The English Cabinet System. 1939. xvi, 408 pp. 18s. 

Wik, J. v.d.: Distribution of Incomes and Fortunes. De Erven F. Bohn 

_N.V., Haarlem. 1939. xv, 290 pp. Fi. 2.50. 

Witurams, D.: Fohn Frost. University of Wales Press Board, Cardiff. 
1939. vili, 355 pp. Ios. 

Witson, Sir A.: More Thoughts and Talks. Longmans, Green & Co., Ltd. 
1939. vii. 300 pp. 7s. 6d. 

Winsemius, A.: Economic Aspects of International Migration. De Erven 
F. Bohn N.V., Haarlem. 1939. ix, 155 pp. 


ZimMERN, A.,: Modern Polttical Doctrines. Oxford University Press. 1939. 
xxxii, 306 pp. 7s. 6d. 


